The New York 
iT Certified Public Accountant 





e a ——$$—_—_—_— 
he EMANUEL SAxE, Managing Editor 
a EDITORIAL BOARD 
Sipney B. Kaun, Chairman Maurice E. Perouset, Vice Chairman 
RaymMonp G. ANKEkS FRANK W. HAWLEY 
STEPHEN CHAN CHARLES MEYER 


BENJAMIN NEUWIRTH 


Vor. XVIII 7 April - 1948 No. 4 








e Farm Accounting 


Am Accounting System for a Paras... 66 cc eis sceedivewceeeesaa 273 
By Ricuarp H. Situ, C.P.A. 


SI PIII ao 6k ie he addon hnaekegelaewe 288 
By Lee R. PENNINGTON 
e Federal and New York State Taxation 


‘Tax Problents-of Pensioners... 60.5 aes woke kon wo weds 294 
By Miriam I. R. Eorts, C.P.A. 


Some Old and New Problems of New York Franchise Taxation 303 
By Mortimer M. KaAsse.i 


e Departments 


as New Worle State ‘Fax Cine ..h:53, sic oo titaccterien ore eee 308 

ily Conducted by BENJAMIN Harrow, C.P.A. 

les ee is 

Aecountine atthe Sib Ge oc. sec Ohwsitieton eeeeee 315 

Conducted by Witttam W. WERNTZ 

es a es 

od Fe SG 56 os dees 6 ives ceeye sanees deesenee eee 318 
By Lewts Gruick, C.P.A. 

no 

10. Comittee ACENIES «.. dosos hddesyinsgceiveaaessee eee 320 


CRE ONIOIIEE oo oie ckc bn kes ee Reae eee 323 


POG RCCL NUES aoc von isla el eee since a eae ee JZe 
0. 


The 104th New York Certified Public Accountant Examination 328 


— nani - 


Society and Editorial Offices: 15 East 41st Street, New York 17, N. Y. 


Copyright, 1948, by THE NEW YORK STATE SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS 























New... IMPORTANT BOOK 





CORPORATE 
REORGANIZATIONS 


—Their Federal Tax Status 


By Robert S. Holzman 


Tax Administrator 
Schenley Distillers Corporation 


treatment of re- 

organizations which under 
present tax laws might be a de- 
sirable move for any company, of 
any size, — when economic events, 
changes in technology, legislation, 
and judicial decisions have created 
adverse effects or indicated more 
favorable possibilities. 

The book was written from ex- 
tended experience to meet the needs of accountants, 
business executives and others concerned with taxes 
—for those who are interested not necessarily with 
large enterprises or adjusting financial difficulties, 
but in ways in which statutory reorganization might 
solve many of today’s corporate problems. This vol- 
ume suggests possible solutions when there is need 
for adjustment of capital stock or surplus; difference 
in charter; buying up outstanding stock; merger with 
other companies; arrangement of borrowing for bet- 
ter tax advantage; security retirement or funding 
operations; split-up of divisions into corporate en- 
tities, and so on. 

CORPORATE REORGANIZATIONS — Their 
Federal Tax Status is the first complete study of the 
subject to be written in more than a decade. Its pur- 
pose is to furnish a needed clarification of the re- 
organization section of the law so that the user may 
have a full understanding of how it could serve him. 
The book gives a workable knowledge . . . for the 
specialist and non-specialist alike . . . of what a re- 
organization is under present theory and practice; 
what the courts will sanction and what they will not. 
Shows what the taxpayer must do before and after 
reorganization. 


CONTENTS: Introduction to Problems and Theory. 
Definitions and Divisions of Reorganizations. History 
of the Reorganization Concept. Special Categories. 

Complete Liquidation of Subsidiaries. Other Distri- 
butions in Liquidation. Recapitalizations. Involuntary 
Reorganizations. Basis. Forms vs. Substance. For- 
malities in Reorganization. Recent Developments. 
Bibliography. Cases Cited. Index to Law, Regula- 
tions and Rulings. 412 pp. 


COMPLETE 
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CORPORATE 
RESOLUTIONS f°! 


Revised E R 











By Isabel Drummond 
of the Philadelphia Bar 


8 : ; ERE i 
N important and up-to-date reference for ul tinua 
ness and professional men concerned with Mlents for 
agement and operation of corporations — a workidylyable 
guide abreast of all developments in the law relathiny deta 
to corporate resolutions. It presents more than |, Meman's 1 
thoroughly tested and expertly framed forms. Th bows how 
forms are representative of every phase of the Hy can be 
ject and meet practically any requirement of of shetoric 
porate functioning under today’s conditions. Then case 
book gives a comprehensive analysis of federal gg 
state laws governing the use of these forms. Among 
A book any practitioner will welcome when itft Me ex 
necessary to go back to original sources of corporg t¢port 
transactions, both from the angles of suitable preg. The 
dents and for reliable interpretations of the |gtations 
touching on the subjects of resolutions, mergers aget than 
reorganizations. poands. 


CONTENTS: I. History and Analysis of the LpNTEN1 
Governing Corporate Resolutions and Related Fongpsuting 
Il. Resolution Precedents: Stockholders’ Resoluticgpts. Parc 
Directors’ Resolutions Pertaining to Internal Tngunring 
actions. Directors’ Resolutions Affecting Third Pgong fo 
ties. III. Notices. IV. Minutes, Affidavits, Consempates. W 
Certifications and Proxies. 738 pp. $10.4 











BANK FRAUDS 


Their Detection and Preventi 
By Lester A. Pratt, C.P.A. 


N essential guide to fraud control . . . ior4 J. Bre 
countants, auditors, controllers and on 
interested in the detection and prevention of ! 
This volume was prepared by a specialist in the fe 
Covers, department-by-department, types of fra 
committed in banks; shows how to spot them say be 
stop them. 

BANK FRAUDS represents a summation of 1.144 
histories involving 210 individual methods of embe 
ment. These were selected from the many thi 
actual bank frauds, the facts of which were pla a 
author’s disposal by Surety Companies, and from the mj. 
cases handled by himself and his firm. 250 pp..-.-- gageure 
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ACCOUNTANTS’ 
RITING | 


By John Mantle Clapp 


to Use 











HT oval is a book to which accountants will con- 
ce tor Y nually turn in meeting the constant call from 
d with mens for information on technical matters. It offers 
— 4 WOrKBvaluable guidance in effective writing of reports to 
' law relathne detailed information within the grasp of the 
> than | Meman’s understanding. In this book the author 


orms 


Thos how the skill to state facts and thoughts sim- 


of the si, an be developed — how to use fundamentals 
lent Of OE rhetoric to produce specific results desired in a 
litions liven case. 

federal 

‘ms. Among the many useful features of this volume 
e when it the examples from actual letters, memorandums, 
of corponid teports submitted by representative accounting 
itable preg. They show the merits and defects of inter- 
of the lgtations of technical data and how busy men, 


mergers a 


of the 


her than professional writers, are meeting current 
inands 


WPNTENTS: Accountants and Utilitarian Writing. 


lated Formisuring Writing Objectively. Words. Clauses. Sen- 


Resolutiog 


ernal 
y Third 


ca 
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ventio 


A. 


>5 of 






es. Paragraphs. Utilizing Your Ear-sense. Current 
Le com 1g iti i 

pgriting for Clients. Specimens of Writing for As- 
- Writing a Paper. 216 pp. $3.50 
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USINESS BUDGETING 
and CONTROL 


‘or #1. Brooks Heckert, C.P.A., Com. D. 


franffRE is working guidance invaluable for securing 


nany business the benefits of modern successful 
fraugeeet procedure. It shows how principles of budget- 
m ag ay be applied to bring management of finances 
a well-ordered plan. It offers specific help in 
ting and operating budgets; worked out meth- 
that may be applied to particular situations. It 
ns show various departmental budgets are con- 

; how they are integrated into the budget 





ample budget set-ups. 546 pp. $5.00 
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1S East 26th Street. 


ANNUAL REPORTS 
to STOCKHOLDERS 


—Their Preparation and Interpretation 
By N. Loyall McLaren, C.P.A. 


Partner, McLaren, Goode & Co. 


N invaluable guide to 

accepted standards for 
the writing of annual stock- 
holders’ reports—and a 
challenge to improved pro- 
cedures. Readers of reports 
will find the book equally 
helpful in understanding the 
implication of facts and 
figures. Writing from an un- 
usually practical background 
of experience on both sides 
of the subject, the author has 
undertaken to consider the 
contributing components of 
these annual statements from cover to cover. 





The 
book critically analyzes the factors of annual reports 
to bring out features of form, arrangement and text 
and to show their growing influence as a medium for 
telling the story of competitive capitalism. 


The basis of this study is a group of stockholders’ 
reports selected to illustrate various noteworthy tech- 
niques; some commendable, some deficient. 


CONTENTS: Historical Development. The Accounting Pro- 
fession. Accounting Fundamentals. Double-Entry Book- 
keeping. Kalance Sheets. Assets; Liabilities. Reserves. 
Capital Stock and Stockholders’ Equity. Surplus. Divi- 
dends. Income Statement. Inventories. Depreciation and 
Amortization. Income Taxes and Income Normalizing. 
Railroads and Public Utilities. Wasting Assets. Con- 


solidated Statements. Auditors’ Certificate or Opinion. 


Format and Arrangement. Report Texts. Financial State- 

ment Analysis. Functions of the Board of Directors. 

Reporting Standards. Glossary of Accounting Terms. 
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... and that’s why you find Remington Rand’s Printing Calcula- 


tor producing the figure facts for so many efficient accountants. 


Only the Printing Calculator does all your figure work with 


and answer of each calculation. 


For more information, write to Adding-Bookkeeping-Calculating 
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JAMES FELT & C0. 


INCORPORATED 
REAL ESTATE 


Main Office: 
362 FIFTH AVENUE, NEW YORK 1,N. Y. 
Wisconsin 7-0500 
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BUSINESS AND PERSONNEL OPPORTUNITIES 


Help Wanted: 
Situations Wanted: 
Business Opportunities: 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00. 
15¢ a word, minimum $3.00. 


Box number, if used, counts as three words. 
Closing Date—15th of month preceding date of publication. 





C.P.A.—Attorney 
Recent law school graduate; top scholastic 
honors in both law and accountancy. Senior 
with good firm seeks position as assistant to 
tax —— Box 8, New York C.P.A. 


Certified Public Accountant 

member, 42, seeks association with 
practitioner. 20 years public 
-P er diem considered. 


Society 
overburdened 
experience. Law degree 
Box 9, New York C. 





Certified Public Accountant 
has 8 to 
diem in 


Heavy experience—modest practice 


10 days free time—available per 
N.Y.C. or one week out of town assignments. 
Box 10, New York C.P.A 


Certified Public Accountant 


Society mem ae 42, desires responsible posi- 
tion as com ler-office manager. 25 years 
public, privz ite experience. Law degree. Box 
OTK . othe 
York P.A 


11, New 


SITUATIONS WANTED 


Certified Public Accountant 


| Society member, 45, desires position as Treas- 


urer or Assistant Treasurer. 25 years public, 
private experience. Last position held 12 
vears, advancing from Controller to Treas- 


urer. Box 13, New York C.P.A. 

Certified Public Accountant 
Society member, 32, desires position as Con- 
troller or Chief Accountant. Proven ad- 


ministrative ability; capable assuming heavy 
responsibilities. Well qualified to administer 
management policies, supervise systems and 
internal controls, prepare and interpret finan- 
cial, operating “a initiaited reports. Box 14, 
New York CPA 


BUSINESS OPPORTUNITIES © 
Association Sought 
C.P.A.-Attorney, 29, top senior with reputable 
firm, brilliant scholastic record in both ac- 
countancy and law, association with 
practitioner who willing to 
work hard for New 

York €.PA. 


seeks 
associate 
Be X iz. 


needs 
opportunity. 





When writing 


to advertisers kindly mention Tue New York CertTiFIED Pustic ACCOUNTANT. 




























1948 
Ap 





4 


<1} 


nok Endins 
2ECORD Wee 

yp payROU- RECC 

riMé A 


ewepnor Ee 


“EYE - EASE” 
paper, of course. 
With its soft brown 
and green ruling, it’s 
so easy on the eyes. 
Exclusively 
NATIONAL! 
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SOCIAL SECURITY wy 

vane MHOLOING Tag ‘ 


The well-planned variety of NATIONAL Pay-Roll, 
Social-Security, Withholding-tax, Time and Summary 
Sheets ... loose leaf and visible ... helps to take the 
headaches out of paydays... enables you to choose 
just the right form for every pay-roll requirement. 

Expertly designed . .. well ruled and printed... 
accurately trimmed and punched... they are a most 
welcome part of the well-rounded NATIONAL line 
of loose-leaf sheets and forms for every accounting 
need. 

Also bound books... for Pay-Roll, Time and Social- 
Security records. 


Ask your stationer to show you the various 
NATIONAL items tor making pay-roll handling 
easier, 
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TO YOUNG WORKING GIRLS — omg 
asider 
WHETHER IN LOVE OR NOT 
th the 
bie, cus 
When a young girl goes to work, she is apt to —_— for some time. F prepa 
look on her job pretty much as a fill-in be- (B) Having money of her own is a comforth the 
tween maturity and marriage. to any woman, no matter how successfully shager. 
marries. das e 


Whether in love or not, she’s confident that ; : : ‘ed 
a handsome breadwinner will come along... So we urge all working girls—if you're nod, py 
buying U.S. Savings Bonds on a Payroll Pla ical: 
wally 


to provide her with a nice combination of bliss 
and security. Set started now. 

It’s an easy, painless, and automatic way t 
set aside money for the future. In ten yeal 


you'll get back $4 for every $3 you put in. 


“So why,” she may ask, “should I save 
money out of what I make?” 


There are a number of reasons why—all 


Remember, girls—having money of yo 
good ones. For example: 


own may not make you more attractive, but 
(A) The right man might not happen along __ certainly won't make you less! 


AUTOMATIC SAVING IS SURE SAVING — U.S. SAVINGS BONDS 
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Mas each posting is com- 
ou're no@led, printed evidence of 
‘oll Planguacy is furnished auto- 
tically by the machine. 





fou get PRODUCTION plus PROVED ACCURACY... 
with UNDERWOOD SUNDSTRAND 


Accounting Machines 
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This mechanical proving of 
the work as it progresses 
climinates the need for time- 
“onsuming checking opera- 
tions. Work is speeded up. 
Books are always in balance. 
You save hours... and elim- 
inate overtime work. 


Speed comes naturally with Sund- 
strand machine operation. 
Notice the keyboard — only 
10 numerical keys—grouped 
under the finger tips of one 
hand! Office clerks develop 
high speed after just a few 
hours’ practice. And, you use 
your own personnel. 


You'll find that other applications .. . 
Accounts Payable, Payroll, 
Stock Records, and many 
other accounting jobs are 
handled easier, faster, and 
more economically with 
Underwood Sundstrand Ac- 
counting Machines. 


There’s a trained Underwood 
Representative in your com- 
munity ... ready and able to 
help you save time and money 
on accounting problems with 
the versatile and flexible 
Sundstrand Accounting Ma- 
chines. Call him today. 


Underwood Corporation 


Accounting Machines. . 
. « - Carbon Paper . . 


. Typewriters . . 
. Ribbons and other Supplies 


. Adding Machines 


ONE PARK AVENUE, NEW YORK 16, N. Y. 
Underwood Limited, 135 Victoria St., Toronto 1, Canada 


Sales and Service Everywhere 


* 
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Simplified Forms developed by Shaw-Wal 
eliminate errors by entirely eliminating figu 
copying. Moreover, these payroll forms sp 
quarterly reports. simplify government ins 


tion and reduce posting time as much as 66‘. 


These co-ordinated forms are part of the She 
Walker payroll plan that costs only little mq 
than the price of your new forms for 1948. 


66% Sounds Fantanstic?—But we have 4 
ready effected tremendous savings for thousa! 
of firms employing from 25 to 25,000 people! 4 
\nd all records are accurate, up-to-date and! 


balance before any employee is paid. 


See for Yourself—No matter how you 4 
making payroll records, before buying your tt 
supply of forms. you should see this time-sa\é 
Within ten minutes you can decide whether 4 
Plan will effect any worthwhile saving. We 
gladly show it to you in your office or & 
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An Accounting System for a Farm 


By Ricuarp H. 


ee average operator of a small 
farm, if queried, would probably 
reply that he had no accounting system 
and had no intention of ever having 
one. He would probably tell you that 
any good farmer doesn’t need any fig- 
ures (except the size of his bank bal- 
ance) to see how things are going. If 
pressed, he would probably admit that 
he does have a book that shows what 
cash he takes in, what cash he spends 
and what he spends it for—and that 
the only reason he keeps that is so 
someone can tell him how much income 
tax he has to pay. He might concede 
that big farms need books and records 
and reports; but not his. He may be 
right. 

As the farm increases in size and 
complexity, conditions which are pres- 
ent on the small farm will be accentu- 
ated. Farming operations, widely dif- 
ferent in nature and cost, may be 
carried on, products may be sold or 
used, products may be carried over from 
one crop year to another, a substantial 
investment in farm buildings and ma- 





RicHarp H. Situ, C.P.A., the 
in the system department of Price, 
Waterhouse & Co. He is a Certified 
Public Accountant of New York 
State and a member of the American 
Institute of Accountants. He has 
the degree of Bachelor of Account- 
ing from the University of Sas- 
katchewan and is a member of the 
Institute of Chartered Accountants 
of Saskatchewan. 
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chinery may be required, etc. Account- 
ing ‘in the farmer’s head” is then diffi- 
cult if not impossible and it becomes 
necessary to introduce a method where- 
by the financial information is recorded, 
classified and summarized in a manner 
which will provide management with 
important and reliable information. For 
this, cash records alone will not suffice. 
It would appear that the farm ac- 
counting system should be based on (1) 
the distribution of expenses by depart- 
ments or operations, (2) the accrual of 
unpaid expenses at the end of each 
accounting period, (3) a system of per- 
petual inventory records supplemented 
by periodic physical inventories, and 
(4) the determination of product costs. 
Such an accounting system will provide 
the farmer with costs and profits by 
products so that he can direct his great- 
est efforts to profitable lines and elimi- 
nate losses by adopting more economical 
methods of production. The system 
should be designed in such a manner 
that taxable income can be determined 
on a cash or accrual basis, whichever 
is more favorable to the owner, and 
should lend itself to the introduction of 
budgets if such control is desired. 


Description of Business 

The farm for which an accounting 
system will be described would com- 
prise approximately 2,000 acres of land 
and suitable buildings and equipment, 
including residences. The operations 
would include (1) the cultivation of 
approximately 50% of the land for the 
purpose of raising wheat, oats, barley, 
corn, alfalfa and hay, both for sale and 
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for feed; (2) the maintenance of a large 
herd of purebred dairy cattle and the 
marketing of the milk produced; (3) 
the raising of calves principally for re- 
placement of the dairy herd; (4) the 
maintenance of adequate pasturage for 
the livestock; (5) the raising of a large 
flock of chickens and the marketing of 
broilers and eggs; and (6) the main- 
tenance of a small orchard and garden. 

It will be assumed that the farm is 
operated by the owner who lives on the 
farm and that he employs approximately 
35 men including a bookkeeper. It will 
also be assumed that the operating ex- 
penses of the owner’s residence are 
included in the farm accounts and that 
adequate safeguards are provided to 
assure a proper segregation of such per- 
sonal expenses from those pertaining 
to farming operations 

In most areas of this country the ma- 
jority of farm crops are planted, har- 
vested and sold within the calendar 
year. Livestock, poultry, orchard and 
garden operations are also most active 
during the spring, summer and _ fall 
months. It would appear, therefore, 
that the calendar year serves admirably 


as a fiscal year, and, unless there are 
special reasons for selecting another, it 
should be used. 


Chart of Accounts 


The selection and arrangement of the 
accounts in which the farm transactions 
are to be recorded is of considerable 
importance. All account titles: should 
describe accurately the transactions re- 
corded therein and, in so far as possible, 
each account should include only one 
type of transaction, such as direct labor 
or depreciation. The accounts should 
be coded in such a way that identifica- 
tion will be easy in order to eliminate 
the necessity for writing account titles 
on invoices and other original records, 
and they should be arranged in the 
order in which they will appear in the 
financial statements. The genera! plan 
of coding should provide ample flexi- 
bility for additional accounts and de- 
partments which may be required in 
future operations. 

The chart of accounts presented 
below provides the accounts necessary 
for the farm described above. 





Balance Sheet Accounts: 
Cash—( 1000-1099) : 
1001 Imprest cash fund 
1002. Cash on hand 
1010 Cash in bank 
1090 Cash sales—clearing account 
Notes and accounts receivable— 
(1100-1199) : 
1101 Accounts receivable 
1110 Notes receivable 
1120 Loans receivable—employees 
1199 Reserve for bad debts 
Inventories— (1200-1299) : 
1201 Farm products 
1210 Cost of growing crops 
1250 Feed 
1260 Fertilizer 
1270 Other operating supplies 
Fixed assets— (1500-1590) : 
1501 Land 
1510 Buildings 
1520 Implements and tools 
1530 Autos and trucks 
1540 Orchard 
550 Dairy herd 
555 Calf herd 
590 Construction in progress 


Reserves for depreciation of fixed assets— 
(1600-1690) : 
1610 Reserve for dep’n—buildings 


1620 do —-implements and tools 
1630 do —autos and trucks 
1640 do —orchard 

1650 do —dairy herd 


Prepaid expenses— (1900-1999) : 
1901 Unexpired insurance 
1910 Prepaid taxes 
1920 Repair and expense supplies 
1930 Deferred calf costs 
1940 Deferred development costs 
Current liabilities— (2000-2099) : 
2000 Notes payable 
2001 Accounts payable 
2010 Accrued salaries and wages 
2020 Accrued real estate taxes 
2030 Accrued interest 
2090 Other current and accrued 
liabilities 
Mortgage debt— (2100-2199) : 
2101 Mortgage payable 
Proprietorship— (2800-2899 ) : 
2800 Owner’s investment 
2850 Current profit and loss 
2890 Owner’s personal account 
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An Accounting System for a Farin 


Profit and Loss Accounts: 4015 Taxes and licenses 
: 4020 Insurance 
Sales— (3000-3099) : 4025 Depreciation—buildings 
3001 Milk Sales and equipment 
3005 Calf sales 4030 Fuel 
3010 Grain and hay sales 4035 Electricity 
3020 Poultry sales 4040 Water 
3021 Eggsales 4045 Telephone and telegraph 
3030 Sales of fruit and vegetables 4050 Automobile expenses 
Cost of sales—(3500-3599) : 4055 Traveling expenses 
F ; ait 4060 Entertainment expenses 
3501 Cost of dairy operations Gi Sueno 
3505 Cost of calves sold : 4062 Subscriptions and dues 
3510 Cost of current farming operations 4063 Legal and audit 
3511 Cost of farm products sold 4064 Bad debts expense 
3520 C (prior a production ) 4065 Advertising 
RY ost Of poultry operations . zs 5 
3530 Cost of orchard and garden 4099 Other miscellaneous expenses 
operations Other income and charges (4500-4599) : 
Administrative expense— (4000-4099) : 4501 Profit or loss on disposal 
4001 Salaries of capital assets 
4005 Stationery and supplies 4510 Interest expense 
4010 Maintenance and repairs 4590 Miscellaneous income and charges 


Operating Cost Accounts: 


In the case of operating costs, the first and second digits of the account code 
will identify, respectively, the general type of operation and nature of the operation, 
The third and fourth digits will identify the expense classifications. 


The departments or operations are as follows: 


Livestock operations— (5000-5999) : Service operations— (9000-9999) : 
5100 Dairy herd 9100 Water plant and distribution 
5200 Calf herd . system 

ae , 9200 Machine shop 

Farming operations— (6000-6999) : 9300 Maintenance of roads and fences 
6100 Field crops 9400 Employees’ housing and board 
6200 Poultry 9900 Owner’s residence and 
6300 Orchard and garden personal expenses 


The expense classifications, all of which are applicable to one or more of 
the above operations, are as follows: 


01 Labor—paid in cash 39 Telephone 

02 Labor—paid in produce 41 Depreciation—buildings and 

11 Seed equipment 

12 Fertilizer 42 Depreciation—livestock 

13. Feed 45 Amortization—development costs 


14 Baby chicks purchased 





5 O : re 51 Veterinary 
ee ees 52 Registration fees 
21 Farm implement expenses a, pr ey 
22 Truck and car expenses Se oo 
ruc I j 
23 Building maintenance and repairs o4 Testing expense ; 
24+ Road and fence maintenance 55 Death and accident loss 
costs shared 61 Farm products supplied 
31 Taxes and licenses 62 Food purchased 
32 Insurance—buildings and equipment 63 Expenses paid for owner 
33 Insurance—livestock 80 Inventory adjustment account 
34 Insurance—crops 81 Other miscellaneous expenses 
35. Insurance—workmen’s 91 Costs applicable to dry dairy cows 
compensation 92 Calf costs capitalized 
36 Fuel 96 Costs of crops produced 
37 Electricity 97 Cost of development—deierred 
38 Water cost shared 99 Cost of operations—clearing account 
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Accounting Records 
\ brief description of the more im- 


portant accounting records follows. 


Cash Receipts Book: 

The cash receipts book should pro- 
vide columns for date, name, amount 
received, cash sales, accounts receivable, 
general ledger account number and 
amount (for items to be posted indi- 
vidually to general ledger accounts), 
and bank deposits. Monthly totals 
would be posted to the general ledger 
direct from the cash receipts book. 


Invoice Register: 

The invoice register should be a 
loose-leaf record with columns for in- 
voice number, date, name, description, 
the amount of the invoice or bill, date 
paid, check number, and several dis- 
tribution columns, each including space 
for the number of the account to be 
charged and the amount. The distribu- 
tion columns would be used for such 
items as supplies purchased for inven- 
tory, purchases of capital assets, admin- 
istrative expenses, departmental operat- 
ing costs and other accounts. 

‘he distribution columns of the 
voucher register would be analyzed at 
the end of each month and postings 
would be made direct to the general 


ledger 
ledger. 


Check Register: 

To avoid the necessity of writing up 
a cash disbursements book, a carbon 
copy of the check and pay statement 
should be fifed numerically and used as 
the check register. A journal entry 
would be prepared at the end of each 
month recording the total of checks 
issued, debiting accounts payable and 
crediting cash in bank. 


Sales Register: 

The sales register should be a loose- 
leaf record with columns for date, in- 
voice number, name, description, 
amount of sale (divided as to charge 
and cash sales), distribution columns 


2/0 


for each of the sales accounts and a 
sundry account column for sal 
capital assets, expense supplies, ete. 
Postings to the general ledger would 
be made from the sales register. 


es ot 


Daily Reports: 

The foremen of the various farm de- 
partments or operations should submit 
to the bookkeeper daily reports of feed, 
seed, fertilizer and supplies used: pro- 
duction of milk, eggs, and other items: 
calves born of dairy cows; and any 
other information necessary to the 
proper recording of the day to day 
farming operations. A sample of a daily 
report of dairy operations is presented 
as Form 1. 

The bookkeeper should summarize 
the daily reports of production, con- 
sumption, etc., of the various depart- 
ments or operations and prepare the 
monthly journal entries recording the 
transactions. 


Payroll Records: 

The payroll records should consist of 
daily or weekly time reports, a payroll 
journal and employees’ individual com- 
pensation records. The time reports 
should reflect the nature of the work 
done by each employee and the depart- 
ments or operations to be charged for 
the labor cost. The time reports of em- 
ployees engaged in crop farming should 
reflect the hours chargeable to each field 
or crop as well as the nature of the work 
such as seeding, cultivating, harvesting, 
etc. The time reports would be used 
as the basis for (1) determining em- 
ployees’ earnings, (2) determining the 
account distribution of the labor cost, 
and (3) developing statistical informa- 
tion as to operation and crop costs. 


Dairy Cattle Record: 

A dairy cattle record sheet (Form 
2) should be maintained for each of the 
pure-bred cows and bulls in the dairy 
herd. The information to be recorded 
on this form is as follows: 
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Registration and tattoo numbers 
Name of the animal 
Its parentage and breed 


The date it was purchased or transferred to the dairy herd from the calf herd 


Its cost whether purchased or raised 


The annual depreciation provided and the depreciation accumulated to date 
A record of the opera ting costs applicable to the cow during the months it produces no 
milk (This cost will become the initial cost of the calf born of the cow ) 


A record of the calves born of the Ppa 


The name of the purchaser, the sale price 


Calf and Heifer Record: 


and the reason for selling the animal 


A calf and heifer record (Form 3) should be maintained for each calf born 


e - . 
of a dairy cow or purchased for dairy herd replacement. 


space for the following information: 
Registration and tattoo numbers 
Name of the animal 
Its parentage and breed 


This form provides 


The dates it was (1) born or purchased, or both, and (2) sold, died or transferred to 


the dairy herd 
lhe cost to raise the calf tc maturity 


The name of the purchaser, the sale price and the reason for selling the animal 


Property Record: 


An asset and depreciation record should be maintained for each fixed asset 
item. This record should provide spaces for recording the following information: 


Description of item 

Classification 

Department in which it is used 

Date acquired 

Estimated life and the depreciation rate 
Cost 


Annual depreciation provision and the accumulated depreciation at the end of each year 


Journal Vouchers: 

Journal vouchers should be used for 
all accounting entries other than those 
posted to the general ledger from the 
cash receipts book, the invoice register 
and the sales register. The voucher 
should provide spaces for account num- 
bers and names, debit and credit 
umounts, a description of the entry, the 
date and the journal voucher number. 


Work Orders: 

The maintenance and repair work 
ne in the machine shop should be 
recorded on work orders in order that 
the accounts of the operation for which 
the work was done may be charged. 
he information recorded on each work 
order by the foreman of the mechanic 
hop would include a brief description 


of the 





work, the department or opera- 
tion for which it was done, a list of the 
nané ty) Pe r +] — 90% ¢ ] = 
materials used and the names and hours 
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of the employees that did the work. 
Fach work order should be signed by 
the employee responsible for carrying 
out the work and by the foreman of the 
department for which the work was 
done. The bookkeeper would determine 
the cost of the materials and labor on 
all work orders and distribute the over- 
head expenses of the service department 
to the various orders on the basis of 
total labor and material cost. 


Accounting Procedures 

The size of the farm organization 
usually will not permit the segregation 
of duties of employees to the extent that 
complete internal accounting control is 
possible. It is desirable, therefore, that 
all employees be bonded and that all 
procedures established for the report- 
ing and approving of accounting trans- 
actions be strictly adhered to. 
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A description of the more important 
accounting procedures, particularly 
those not self-evident from the chart 
of accounts and the description of ac- 
counting records used, follows: 


Purchasing: 

Purchase requisitions should be pre- 
pared by farm employees and approved 
by the department foremen before be- 
ing presented to the bookkeeper who 
should issue all purchase orders. In 
addition to the copy of the purchase or- 
der retained by the bookkeeper, a copy 
which does not show the quantity or- 
dered should be given to the department 
foremen for use as a receiving report 
when the materials or services are 
received. 


Recording and Payment of 

Vendors’ Invoices: 

All vendors’ invoices should be 
checked to the office copies of the pur- 
chase orders and the receiving copies of 
the purchase orders should be attached 
to the invoices. All invoices should be 
entered in the invoice register and 
charged to the accounts and depart- 
ments indicated on the purchase orders. 
After payment the date and number of 
the check should be entered in the in- 
voice register opposite the items paid so 
that a trial balance of accounts payable 
may be prepared therefrom at the end 
of each month. Bills for utilities and 
services that are not covered by pur- 
chase orders should be approved by the 
owner or the farm superintendent prior 
to entry and payment. 

When invoices are due for payment 
the bookkeeper should prepare an origi- 
nal and one copy of the check with pay 
statement attached. The invoices, checks 
and pay statements should be presented 
to the owner who should sign the checks 
and approve the payments by signing 
the duplicate copies of the pay state- 
ments. If possible the owner or another 
employee should mail the checks and 
original pay statements, and stamp the 
invoices “paid” prior to the return of 
the duplicate pay statements and paid 
invoices to the bookkeeper for filing. 
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The duplicate copies of the pay state- 
ments should be filed in check number 
sequence and used as the check register. 
If desirable a third copy of the pay 
statement could be prepared and filed 
alphabetically as a record of payments 
made to the various vendors. 


Inventory Records and Controls: 

Perpetual inventory records should 
be maintained for feed, supplies and 
other items of which relatively large 
quantities are carried on hand. The 
daily reports of quantities consumed 
submitted by the department foremen 
should be priced and extended by the 
bookkeeper and entered in the inventory 
records. The daily reports should be 
coded for the accounts to be charged 
and, at the end of each month, a sum- 
mary thereof should be recorded by 
journal entry charging operating cost 
accounts and crediting the inventory 
control accounts. Physical inventories 
of these items should be taken periodi- 
cally and the book balances adjusted 
accordingly. 


Sales: 

All sales of farm products should be 
recorded on sales invoices which should 
be entered in the sales register. How- 
ever, if milk is sold in bulk to a dairy, 
the agreement may provide for payment 
on the basis of butterfat content as 
shown by tests made at the dairy. In 
this case it may be practicable to make 
the entry in the sales register from the 
dairy’s monthly statement after the 
quantities shown on the statement have 
been checked to the quantity sales sum- 
marized from the daily reports of dairy 
operations. 


Costs of Operations: 

The cost of production of each of the 
farm enterprises or operations would 
be obtained from the operating cost ac- 
counts. The costs of service operations 
(except the owner's residence and per- 
sonal expenses) would be distributed 
to productive operations on appropriate 
bases in order to determine total pro- 
duction costs. Although the books 
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should be closed monthly and certain 
operations are seasonal, such as crop 
farming, the costs of production should 
be determined on an annual basis since 
each operation should be charged for 
taxes, insurance, depreciation and other 
fixed overhead costs for a full year. 

The procedures covering the alloca- 
tion of total operating costs for each of 
the productive and service departments 
or operations are as follows: 

1. Dairy herd: 

The monthly cost of operations for 
the dairy herd should be apportioned 


Debit : 


on the basis of the daily average num- 
bers of cows that are milked and cows 
that are dry. The amount applicable to 
milking cows would represent the cost 
of milk produced whereas the amount 
applicable to dry cows would be the 
initial cost of calves that will be borne 
of these cows. The amount applicable 
to dry cows should be deferred until 
the calves are born when it should be 
capitalized. The journal entries record- 
ing the monthly allocation of dairy herd 
operating costs may be summarized as 
follows : 


Acct. No. 1930 Deferred calf costs 
3501 Cost of dairy operations 
5102 Labor—paid in produce 


5213 Calf feed 


Credit: 


Acct. No. 5191 Costs applicable to dry cows 
5199 Cost of operations—clearing account 


The amount charged to account 1930, 
deferred calf costs, should be allocated 
to the dry cows in proportion to the 
number of days each was dry during 
the month, and the amount applicable 
to each would be recorded on the related 
dairy cattle record. When the cow 
drops the calf it was carrying during its 
dry period, the amount accumulated on 
the dairy cattle record should be trans- 
ferred to the calf and heifer record set 
yp for the new calf. 

After deducting the costs of the dairy 
operation which are allocated to dry 
cows, the remaining operation costs 
would be the cost of milk produced. If 
there was any milk on hand at the close 
of business on the last day of the month, 
an adjusting entry would have been 
made charging inventory of farm prod- 
ucts and crediting inventory adjustment 
account (account number 5180). This 
entry would be reversed in the follow- 
ing month, 

The quantities of milk fed to calves 
and given to dairy employees would be 
extended at the previous month’s unit 
cost of production and charged to the 
applicable expense accounts. The re- 
maining costs would be the cost of milk 
sold. 
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2. Calf herd: 


The total cost of the calf operation 
would represent the cost of raising 
calves. This cost should be capitalized 
monthly on a unit basis. The cost ap- 
plicable to each calf should be computed 
after due consideration of the number 
of days from birth until the end of the 
month for new-born calves, and of the 
number of days from the first of the 
month to (1) date of sale, (2) date of 
death, and (3) date of transfer to the 
dairy herd, for calves (and heifers) no 
longer on hand at the end of the month. 
The amount applicable to each calf 
should be posted on each calf and heifer 
record and accumulated until the calf 
reaches maturity. At maturity, when 
the calf is transferred to the dairy herd, 
its cost would be transferred to the 
dairy cattle record set up for it, after 
the necessary book entry has been made. 

When calves die or are sold, the cost 
would be obtained from the calf and 
heifer records of such calves and re- 
corded by journal entry charging ac- 
count 5255 for the death losses and 
account 3505 for the cost of calves sold. 


3. Field crops: 
The total cost of all crops raised 
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would be obtained from the accounts for and indirect crop costs and expenses “9 
° ° . . . Sul 
this operation at the end of each year. would be listed in a vertical column aiid 
. field record should be maintained for along the left side of the form and field ae 
. . ai 
» purpose of allocating monthly costs costs would be listed in the columns esti 
to the various crops produced, such as__ provided for each of the fields used for f 
wheat and wheat straw, oats and oat crop farming. The costs and expenses sale 
1 . ~ wail 
straw, harvested corn and corn used that should be listed on the field record ae 
for ensilage, etc. The field record would and the method by which each should ail 
- . . rai - shi 
be a columnar form on which direct be allocated to the fields are as follows: ee 
Direct costs and expenses :— stati 
Labor par 
The cost of labor charged to farm crop operations (accounts 6101 and 6102) should be I 
charged to the fields on which the various employees worked as shown by the daily for 
_ or weekly time reports. mor 
Seed : re 
The cost of seed should be charged to the fields on which the seed was planted as ae 
_ shown by the daily reports submitted by the foremen. Vvel0 
Fertilizer: deve 
lhe cost of fertilizer should be charged to the fields on which the fertilizer was used as t 
as shown by the daily reports. deve 
Taxes (real estate) : : 
Real estate taxes should be allocated to the various fields on the basis of the ratio of 1ate¢ 
the number of acres in each field to the total number of tillable acres. the 
Crop insurance the | 
The cost of crop insurance should be charged to fields on which insured crops are after 
planted. ; 
Amortization of development costs: of p' 
Amortization of development costs should be charged to the fields previously under 
development. 4 
T 
Indirect expenses: . 
‘ f erat 
Farm implement expenses: ; ; 352( 
These expenses should be allocated to fields on the basis of the number of hours Sg 
charged to each field or crop, if 2 record of such charges is maintained; if it is not odic: 
maintained, the allocation should be made on the basis of direct labor hours. flock 
Workmen’s compensation insurance: refle 
The cost of compensation insurance should be allocated on the basis of direct labor that 
cost. a 
All other expenses : mine 
The total of all other operating expenses should be allocated on the basis of acreage. - 
5 
Although the monthly costs of the are grown should be transferred to ac- TI 
crop farming operation would be allo- count 3510, cost of current farming op- eard 
- - . rd ao 
cated to fields at the end of each month, erations. At the end of each year, when pee 
the cost of crops produced on each field total costs are known they should be aise 
- . . 7 . - xGi 
cannot be finally determined until the allocated to the products obtained from cn 
end of the fiscal year. The monthly each field (grain and straw, etc.) on costs 
costs applicable to fields under cultiva- _ the basis of their current market values. Gone 
tion should be transferred to account and the total amount in account 1210, crop: 
1210, inventor} "cost of growing inventory —cost of growing crops, shou 
crops : t he costs appl icable to fields un- should be transferred to account 1201. it sh 
o . sil ° rT i) | 
der development (1e., breaking of inventory—farm products. The cost of 
virgin land, plowing, harrowing, fertil- each crop produced would be entered 6. 
izing, planting and harvesting of starter in the subs! diary inventory records. syste 
crops, all tor the purpose of preparing Hay and grain crops will be har- ‘W 
1 ae .. ial PE eS ey a eee NL Raps ] 1 
ie land for crop production) vested during the summer months and depa 
shoul d | be transferred to account 1940, sold or used as stock feed prior to the to ot 
deferred development costs; and costs determination of their cost. The quan- the h 
applicable to fields on which no crops _ tities harvested should be entered in the tion, 
8) 4 pri] 
ra d 1} Vil 7 9 4 
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subsidiary inventory records and sales 
and consumption during the period 
prior to the year end should be costed at 
estimated prices. In this way, a record 

f inventory quantities can be main- 
tained, the accounts of operations con- 
suming feed would reflect the approxi- 
mate cost of such feed, and sales would 
be costed so that a reasonably accurate 
statement of profit and loss can be pre- 
pared for periods of less than one year. 

The process of developing virgin land 
for the production of crops may take 
more than one year. Proceeds from 
starter crops planted on land under de- 
velopment may be used to reduce the 
development costs or may be taken up 
as revenue, as desired. The deferred 
development costs should be accumu- 
lated until the end of the year preceding 
the first vear of full production from 
the land and should be amortized there- 
after for a reasonable period as a cost 
of production from the land. 






1 


4. Poultry: 

The monthly cost of the poultry op- 
eration should be transferred to account 
3520, cost of poultry operations. Peri- 
odically, physical inventories of poultry 
flocks should be taken and adjustments 
reflected in the operation costs in order 
that profits may be accurately deter- 
mined. 


5. Orchard and garden: 

The monthly cost of the orchard and 
garden operation should be transferred 
to account 3530, cost of orchard and 
garden operations. However, when a 
new orchard is under development the 
costs of the operation should be appor- 
tioned in the same manner as field 
crops and the cost of development 
should be deferred until maturity when 
t should be capitalized. 


6. Water 
system: 

Total operating costs of this service 
lepartment should be allocated monthly 
to other departments or operations on 
the basis of estimated water consump- 
ion. Charges to other service depart- 
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plant and = distribution 


ments, the owner’s residence and to ad- 
ministrative expense should be made on 
a flat rate basis to facilitate the alloca- 
tion of other service department costs 
te the water service department. 

7. Machine shop: 

‘As previously explained, all work 
done by machine shop employees should 
be recorded on work orders. The total 
cost of materials charged on all work 
orders should be recorded by journal 
entry charging operating supplies, ac- 
count 9215, and crediting repair and 
expense supplies, account 1920. Total 
operating costs of the department, ex- 
cluding direct labor and operating sup- 
plies, should be apportioned to the work 
orders on the basis of total direct costs. 
The work orders should be summarized 
by accounts to be charged and recorded 
by journal entry. 


8. Maintenance of roads and fences: 

The total cost of maintaining roads 
and fences should be distributed to pro- 
ductive operations and to the owner’s 
residence on the basis of acreage. 

9. Employees’ housing and board: 

The costs of housing and feeding em- 
ployees should be apportioned to pro- 
ductive operations on the basis of labor 
costs. 

10. Owner’s residence and personal 
expenses: 

The expenditures made on behalf of 
the owner would be accumulated as a 
service operation as a matter of con- 
venience. Total expenditures should be 
transferred to the owner’s personal ac- 
count at the end of each month. 


Financial Statements 
At the end of each month, the follow- 
ing statements should be prepared 
showing the financial position of the 
farm enterprise at the end of the month 
and the results of operations for the 
period with comparative figures for the 
preceding year: 
Balance sheet Exhibit I 
Summary statement of 

profit and loss 
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Statements of operations for: 


Field crot ‘“ 
1) = 

oultry 

(Orchard and garden 
The pro forma financial statem¢ 
presented herewith are intended as 
suide to form and content and 


1 


be revised trom time to time to provi 
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any additional information that may be 


required. Provision may be made in 
forms for additional columns showing 
_ the amounts of increases and decreases 
V for the current period, percentages of 
costs and expenses to sales, etc. Th 
[] extent to which the financial statements 
should be so amplified depends upon the 





‘nts requirements of management, and, as a 


a general rule, such amplification en- 
hances the interpretative value of the 


de statements. 


OWNER’S FARM 


EXHIBIT I 
BALANCE SHEET 
OCTOBER 31, 1947 AND 1946 


ASE: i's 





1947 1946 
Current Assets: 
MII TE i ie ca Me aid nein ticle. sibs gigi dina ie wera aterk ale $ $ 
Notes and accounts receivable, less reserve..........0005- 
PANOIGYVOES “IGATIS TOCCIVADIO sx nlaisis 5 6 0 a 'ecwlers wie elelewicie's aierans 
Inventories—farm products ....... en re ae ee 
Inventories—feed and operating supplics............+0+- 
IRR MET EOL GRRGtS 665665 ib. SN ie ARR R RENE 
Fixed Assets: 
Land and buildings 
Implements, tools and equipment 
RMR atc couric she ween as are 80. sip 
1 Oy ie ne ea ee Oe Pe Tear eer a re wae ea =e 
Less—Reserves for depreciation. ........:0cccveceeecs 
gO rE B.S re ae are 


Prepaid Expenses: 


IJEVEIODMENt COStS oo. isc ese sees 
Unexpired insurance .............+. 
Expense supplies, taxes, etc......... 


Total prepaid expenses.. 








§ § 
DIPABIELEEPES 
1947 1946 
Current Liabilities: 
Notes payable Se aan eae Cae aS 6 4 Wee Oe eee eed wee aCe ee ON $ $ 
CROTINAT ES MUI 5.5 co's sh iain die Stbhk, 94. 6 :areig) aA RHR SIRES 
ROCEMER COMMCIEA GON 5 o 0 nie a ido 6 i860 bis apes ales Heme ne we 
SOO AO) a i ee ee ee eee re ce 
Other current and accrued liabilities. ..........sseseeeees a Os ——: 
A Gtal CUTLER TMOTTIOD vk 64 05 /b 6.0) bse ose bSeawsaw ele a ; . 
Mortgage Payable oink = a 
Proprietorship: 
Equity at DERINNING OF PETIO’ 6:46: 6:0:5:6 66.6.0.0.0 5:0 seside ein eeiee 
Add—Profit for the period... .....5...cccesesecceccieecvie 
Less—Personal expenses and drawings during the period =e 
BSc REIENG OF DOPIOK io i5:5:n 6.0155 ing 5 5 sve ee iseiclere neice oie 
$ $ 
209 April 
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OWNER’S FARM 


EXHIBIT II 
SUMMARY STATEMENT OF PROFIT AND LOSS 
OCTOBER 31, 1947 AND 1946 























Month Year to date 
1947 1946 1947 1946 

Profit from operations: 

MRT ON 505 2a dl sl n'a 's “Vote ww ror peel aan a $ $ $ $ 

ES OEE OCD See ane ee Ae ree acid or 

BAG COD: 5 ho seicie s 5 c.5iaisel aera cient ween eeene 

MUSING anaes ciao. tors) sherernia cee sn SES. 3 6 OE OR OSS 

OP Chal ANG BALGON): << o565. 5k ccs eas eder a0 7 

Total profit from operations........... ian = 

Administrative expenses: 

SACRE a oh ics aso) orale trois e!'9 sha Wid oO. Aato abe sR AE GE 

CaO GHG CONSE Ss iiie.c cas eons mateo ebe cee 

WIGOROGIANIONG ganscc acs ccd on we nied core eerees 

EV AUGIN AC EMDCTISC®: 6 5 wisie ac c0lna elon ble cow oration 

1D GCG ee ee ene Serre 

mera CA TOUN I 30s 6. a ooo 3to.0 2 x slice 6 RRs 

Pe GRE EO cher ahate ste Taree cree vare ine er acetoce a eee aah 

COGNBT ERCTISES: 6.660 e oo dieisie ie ice die cieciuiniaess 

Total administrative expenses......... 

Other income and charges: 

Profit or loss on disposal of capital assets.... 

TG OCERE IOTINO 6. 5255 55 5, cs, 8c ero.0creiecerdars eile ve 

PN IRCOM TIMER, (052 aera con din olecaieie's erers saterda GreoRES 

Farm: profit for the period: .:...5:.cc.ciae os. $ 2. 2 TAS & 
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EXHIBIT III 
STATEMENT OF OPERATIONS—DAIRY 
OCTOBER 31, 1947 AND 1946 


Month Year to date 
1947 1946 1947 1946 


is 


tf 


Bie etl ds ie claccosndh Wee es, ately Seen ore aiee ar emains ; § 
Operating costs: 

BERNESE reer aera cesta ae hard d Win iene eater are h Naha 

PURE bss dks stave cere Cecskaicicrr ao \sale ee ea RS ora 

Oper atin cd BHO POS. o.5: 5 c.0 < sie «6 occ: > Siete wood ong eioers 

APEC ANE CAL EXDENSES <<... 6.006 dssccsceees 





SU EA AICO MBO BS 5.4 ain -6.6. sre, 0he SRe ARO RE ROSS 
BRINE AIC Oe Cite rate o wusruia's onda we aie ie eR AM 
Puel, electricsty and water. «<6... ss sis scicssio 
BIRT OGTANOR cia oka cis Koch tires cles wow e weeiers 
RM RT EI oc dast scot d- cs era esse sis, crore wee cee TERS 
AR UMERINET IRGR 6 oisi5-d'sr0 Gs Hileiee koe R OR eee ARS 
ME CACO MONO UBO 6 65.5550, 6.6/6 5.0 0 vo ireead eel eaiele a 


Other Operate COSIS: <6. siecscesee cance cores : ae 
Less—Costs applicable to dry cows........ _ zoe 
OAPAMA COS? acces xu iow oleae ene cune oe 
Promt 1fOM1 OPCTAIONS ro. 6:6.0.sc6:s eiecvietseate's 








Milk sales: 
ERA eet ee oP OND 2. ro us hie Si een ae 
MRO yas hob ae ciglns prratsbehe ay mess eign ah oO Brak StONS as oda RSE 
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OWNER’S FARM 
EXHIBIT IV 
STATEMENT OF OPERATIONS—CALVES 
OCTOBER 31, 1947 AND 1946 














Month Year to date 
1947 1946 1947 1946 
CC Ce ne ere a Seren rere . $ 
Cost of calves sold : ale ee Pe ae aan ee yeh Ue 
ESTAR MOIONG 5555.04.45 362 01S OSS HOSS Se DEA oy 
Operating costs: 
Labor > — cee Tere rE eT Tee ~ 
Ie t d eoeveen 66.0 28 6.066668 6 ¢€ 46 606 06686 GEO 6 B'S “ 
APTA A MUI CS is 5.4 ,059/ o araes BS edie ae RTs i 
Truck and car expenses....: eee eee tee 
sul aintenance and repairs............ 
Road and fence maintenance................ 
PES ME SICCNGES ois 6 ose %e soe cae se waees Op 
SeRMREINRIOE  cenc pro aci) Rdke is a aeusierava: ware & Gated I 
PMOL OLOCIPICIEY ANG WLET 0:65.00 cers y aacleoeicie’s if 
Pee e RR MISIRN RENE N eG ca 55. aus 6 havo db tava SiGe aim, wk a Soha DE FE 
RIE Sh Ss sree. vers ni dnl wine ieva ie. Sradainlie se wan ( 
Registration and transter fees........-....06. q 
Death and Accident 18S... i... ccceececcvewcee FE 
LOOT GDETATING COGES Soo. 6cd acs Kan beeen ee’ - 7 I 
Less—Calf costs capitalized............... = a 
RAEI CODES. is ion, oe cis Cia a wie erie ares ; Z ee 
PLOUt Trot COPETAIONS sisi dcd's\e bcd sores 6 $ eS $ ; I 
PIR DET Of Calves ON NANG. «... «sis «ds ew peed we ; : ; ; ( 
CBet TOR Colt CRDIANZOG ss 644. sks scwcd cnancees 
OWNER’S FARM 
EXHIBIT V Sal 
STATEMENT OF OPERATIONS—FARM CROPS I 
OCTOBER 31, 1947 AND 1946 ' 
Month Year to date 
Sales: 1947 1946 1947 1946 
Grain and hay—current crop................ $ $ $ $ 
Farm products—prior year’s production...... __ aa 
Ee er ere a a Oe ee eT - 7 > 
Cost of sales: 
Grain and hay—current crop................ 
Farm products—prior year’s production...... ee a ee: 
gyi ide: el — es. 
Gross profit from: sales....i....6..00sse008 eS ae a a 


Operating costs: 


NEE Re Hd ote 4 ep dismal Gis Sores Je whee aaie 
: Sal 





SN iis ala arlarnice iw. 4, baie Sie ws Wiehe Bio kw eee ee ar: we 
IR MON i esi oiss oR. 610.96 SE KARRI AEa SENET 
OPO I STL i | Ue er Op 
Parm Implement EXPENSES. .......6cecsvivs estes I 
ETMCK ONG COO CXDONGES s csiosecseic ed wiaceswees S 
Building maintenance and repairs............ F 
Road and fence maintenance................. ( 
OME BIN GICCNBES. (64-5 6 vi 4.55100 419:8-6 H 5.0lbrewite i 
RRR INOO 5 a5 <0 9.4. unre ew NDING HED Wiawiew es 
PCL SOCtricity ANG Waters cic siccascuscdves ct E 
RO COMNUIR ns CinG.ne cs osccxeweea ha caveeannns h 
\mortization of development costs.......... 7 
RPOrOUEIA COSES, 6.545 4.000006 6X es Row eee I 
Less: i 
JOBE OF BPO WINE RIODS 35 obiéccceccns eo odawee T 
SSORE OY COVOIOD NON vi6:6is. din as .0 doar are eansiors le ( 
eR OG cies oreo siew leant wae nekien - 
Profit from operations........ Se ee S $ $ $ 
Sales: 
Wheat (bu.) Barley (bu.) Alfalfa (ton) 


Oats (bu) Corn ‘bu.) 19 
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OWNER’S FARM 


EXHIBIT VI 
STATEMENT OF OPERATIONS—POULTRY 
OCTOBER 31, 1947 AND 1946 


Month Year to date 
1947 1946 1947 1946 
Sales: 
PRONERIN RG ras ope oie dyaiel aie cue Kar ecaara st ateirn ean eta ra $ $ 


Feats 5 orcs dar rareiescter cys eoeic orate Sater ceva EA 


tt 
the 
fe 








Operating costs: 
DREN A ah ras ah cra are) Phat gseca aca Slats) weataneh orev ecereutare tee 
NEO or oha reco vie shar xia ave o star oleae: aia UE UR 
[ECU UES] 0 CS 1M or a ae 
OpCratINa SHODINES: <5 i655. ccisedeeaareccs wecsnwd cee 
EUG ANG: CAL CRNEISES «a 6:66 4 c6. 0.0 bs cele dee 
Building maintenance and repairs............ 
Road and fence maintenance................ 
BONO Gr ARC GONSEG.-o 6:4. acu /s's 0 S:64 peeies 0 eR aE 
DSA CO ee orciaii >. ccccssiele Waist de meieiee male We eee 
Fuel, Glecthicity and Water .cis iccs os cc sece vows 
VGC 1h ttt cect din'5, oyara igre. aes ialacrolniin wie ee ialelres 
Other Operatine COSC. si 6.6.8 <s0cccs vs eiecece eee 


OPORAtiNe COSbi. «iss ce ricornicewnnee news 
Pront frOm- Operations’: -\.s/<0:c/-es eimce sees $ $ i$ $_ 











Sales: 
Poultry (lbs.) 
Eggs (doz.) 


OWNER’S FARM 


EXHIBIT VII 
STATEMENT OF OPERATIONS—ORCHARD AND GARDEN 
OCTOBER 31, 1947 AND 1946 
Month Year to date 


1947 1946 1947 1946 
¢ 


Pe 


the 


Sales of fruit:and vecetables. .....c).6.0e56e0e%< $ $ 





Operating costs: 


WEUCKIANU CAS EMPENSES 05, «oeeaccc nce ce alelese 
Building maintenance and repairs............ 
Road and tence maintenance. <..6:6 6.00660 s00s0 
RAMOS ATO HECENSE Soo 60.<01k xs, 0-0-0 abo mree erentorae 
EGU AO ic fiacaetws 60 esis atere nie wa oioia. vs erwin aioe 
Fuel, electricity and Water... 0:61.06 ..00<008 6 
PIO ORECIRUOIG Gt cesesc-crsin Sic cic deraa sete carererene 
Other Operatine CONS: s...<iieccckiscasseccincete 





Opetatine COE 6 cc sds laneicte iiss enced are ersceie 





Profit from: operations: . << 6 c.<s.6e.006 ses $ $e $ 
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Investigative Accounting 


By Lee R. PENNINGTON 


M ANY individuals who have not fol- 

lowed closely the activities of the 
Federal Bureau of Investigation ap- 
pear amazed when informed that a con- 
siderable number of Special Agents are 
qualified in accounting. As a matter of 
fact, during the period of hostilities the 
FBI employed a total of 500 Agents 
who were accountants. With the cessa- 
tion of hostilities we now have approxi- 
mately 400 accountants employed on 
accounting projects. 





LEE R. PENNINGTON was born in 
Marti nsbury ¢, West Virginia, but 
arly in life moved to the State of 
arvient where he has since re- 
sided. He was graduated from the 
University of - uryland in 1915, re- 
ceiy 1 B.S. degree in Mechanical 
cae nee acai oo. in 1928 
and 1935, he received his B.C.S. and 
M.C.S. degrees in Accounting from 
Southeastern University, Washing- 

In 1917, Mr. Pennington entered 
the Army as a neenes Li nearing 
He was later promoted to First Lieu- 
tenant and holds the pees s Silver 
Star and Set Ileart decorations. 
Mr. Pennington was formerly De- 
partment “ommander of the Depart- 
ment of the District of Columbia 
American Legion. He is presently a 
member of the Board of Directors of 
the Young: Men’s Christian Associa- 
tion in Washington, D. 

Mr. Pennington entered the serv- 
ice of the Federal Bureau of Inves- 
tigation on May 6, 1929, and is as- 


g 
signed to the Headquarters of the 
FBI in Was hinston, DP; C., as an 
Inspector. This paper comprises the 


major part of an address delivered 
by him on December 9, 1947, at 
a dinner meeting of the Hartford, 
Conn., chapter of the N.A.C.A., held 
at the Indian Hill Country Club. 











288 


As to the types of cases investigated, 
many deal with war frauds and viola- 
tions of the Surplus Property Act. In 
addition, wartime activities have neces- 
sitated investigations involving the Re- 
negotiation Act, both civil and criminal, 
the Contract Settlement Act, both civil 
and criminal, and War Fraud Claims. 

The normal peacetime activities of 
FBI accountants deal principally with 
bank defalcations, violations of the 
National Bankruptcy Act, accounting 
phases of mail fraud violations, ac- 
counting phases of antitrust cases, and 
Court of Claims cases. Recently we 
have had a number of cases referred for 
investigation dealing with defalcations 
of railroad employees. The Federal 
violation investigated in these cases is 
based on false entries in railroad rec- 
ords. 

For a considerable period prior to 
the actual outbreak of hostilities there 
was a marked increase in the account- 
ing activities of the FBI, not only in 
those cases dealing with normal peace- 
time activities, but likewise in direct 
connection with the war effort. <Ac- 
counting investigations have covered 
the field not only in espionage, sabotage 
and subversive activities, but likewise 
in many of the vicious, dishonest prac- 
tices of our own nationals attempting 
to defraud the Goverment in connection 
with war contracts. 

In order that you may have an over- 
all picture of the FBI accounting activi- 
ties, it is my intention to cover not only 
the current work performed, but like- 
wise to briefly outline some of the war- 
time work of accountants. 


Accounting in Internal Security 
Activities 
On September 6, 1939, immediately 
after the invasion of Poland by Ger- 
many, the President in a directive 
charged the FBI with the responsibility 
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of investigating and coordinating all 
matters and information relating to the 
National Defense of this country. It 
was immediately realized that the FBI 
in order to comprehend and safeguard 
our internal security would necessarily 
have to delve into and be aware 
of all Axis fund transactions of a sus- 
picious nature for if espionage or sabo- 
tage were to be carried on in this 
country to any extent by organized 
forces, it would be financed by funds 
located in the United States. 

During the intervening months from 
September 6, 1939, to the declaration 
of war upon Germany on December 8, 
1941, enemy commerce was allowed to 
continue and be carried on with insti- 
tutions and individuals in the United 
States without any major restrictions 
in most cases. This flow of trade with 
foreign-owned business organizations 
in the United States and the fact that 
n funds were dealt in until 
the date of the President's freezing 
order in the summer of 1941, were 
recognizable to the FBI as an excellent 
cover for espionage and sabotage ac- 
tivities. It was observed that many of 
these large business institutions in this 
country in the normal course of busi- 
ness through their agents and employ- 
ees were in a position to acquire much 
information which could subsequently 
be used to the detriment of this country. 
Furthermore, these business organiza- 
tions were in a position to provide for- 
eign exchange needed to finance activi- 
ties of an inimical nature. 

During the period from December 
6, 1940, to June 24, 1941, Special 
Agent Accountants monitored and ex- 
amined financial transactions aggregat- 
ing $538,000,000. As a result of this 


roreig 


project, there had been compiled over 
50.000 cards each containing pertinent 
information relating to a particular sus- 
picious financial transaction involving 
persons, firms or business corporations 
throughout the United States. This in- 
formation was then furnished to ail 
interested field divisions of the FBI and 
where the preliminary facts warranted, 
an investigation was conducted with re- 
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gard to the persons involved in the 
transactions. 

During the aforementioned period of 
monitoring of funds, it was observed 
that the Italian and German Govern- 
ments were engaged in considerable ac- 
tivity in the liquidation of their assets 
in the United States and were depleting 
their bank balances through the with- 
drawal of cash. This information was 
of vital importance and served as the 
basis for the preparation and execution 
of the President’s Freezing Orders 
which were promulgated shortly there- 
after. 

The above analyses were discontin- 
ued subsequent to the Freezing Orders. 
However, FBI Agents continued to 
monitor such accounts and financial 
transactions of subjects and suspects 
in cases under investigation. 


National Bankruptcy Act 

Annually, many cases alleging crimi- 
nal violations of the National Bank- 
ruptecy Act, which comes within the 
FBI's investigative jurisdiction, are in- 
vestigated. Most of these are based 
upon complaints of creditors after hear- 
ings are held before referees in bank- 
ruptey, and there appear to be definite 
indications of concealment of assets. 

One of the principal patterns follow- 
ed by fraudulent bankrupts is to furnish 
credit rating agencies with rather glow- 
ing financial statements, and thereafter 
embark on a wave of buying from any 
wholesalers who will extend credit. 
From then on until bankruptcy, a bar- 
rage of newspaper ads reflects sale after 
sale, many articles (not just leaders) 
priced far below cost. For the first 
few months the bankrupt pays his bills 
promptly, taking advantage of dis- 
counts. Subsequently, his remittances 
become slower and he finally ignores 
any attempts on the part of creditors 
to collect. 

The successful solution of these cases 
in many instances is quite difficult. 
Many premeditated bankrupts for 
months prior to bankruptcy, discon- 
tinue keeping books; in some instances 
books and records are concealed and in 
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still other cases there has not even 
been a pretense of record keeping. 
The successful solution of this latter 
tvpe of case requires imagination, ac- 
counting ability, and investigative in- 
genuity. 

I recall in one case, a Special Agent 
qualified in accounting attempted to 
locate books after the bankrupt in- 
formed the referee he had kept none. 
The Agent went to the former place of 
business of a retail store. No books 
were found, but on the floor of the 
bankrupt’s office were many bills, or- 
ders for merchandise, and copies of 
ads in a local newspaper. The bank- 
rupt, upon interrogation, stated that his 
financial difficulties were caused by 
friction between himself and his former 
partner, followed by the partner’s with- 
drawal from the business. Thereafter, 
according to the bankrupt, merchandise 
was advertised at sacrifice prices in 
order to secure funds to prevent credi- 
tors from throwing him into bank- 
ruptcy. Sufficient bills were found to 
ascertain actual These were 
checked through the newspaper morgue 
against advertised sale prices, and it was 
obvious to the investigating Agent that 
if merchandise had been sold as adver- 
tised, more than a sufficient margin 
existed to cover overhead and still allow 
a fair profit. Among the bills found on 
the floor were those from the telephone 
company for a six-month period. These 
reflected almost daily calls to a near-by 
citv. Investigation developed that these 
calls were to a new store operated by 
the former.partner. A check with local 
dravage firms developed the fact that 
on numerous occasions, truck loads of 
merchandise had been hauled at night 
from the bankrupt’s place of business to 
that of the former partner. Further in- 
vestigation developed the fact that the 
two had also been previously involved 
in bankruptcies to the great detriment 
of their creditors. 


costs. 


Another case involving the owner of 
a small store was successfully prose- 
cuted after a Special Agent reconstruct- 
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ed a set of books. When the investiga- 
tion was initiated, all the accountant had 
to work with were the certified claims 
in possession of the referee, part of the 
cancelled checks, and a very compre- 
hensive report on the questioning of the 
bankrupt before the referee. At the 
hearing the bankrupt stated that he 
deposited all receipts from sales, with 
the exception of expenses, in his bank 
account, and he was called upon for 
complete details on his average monthly 
expenses. 

Purchases for a considerable period 
were built up by circulation of creditors. 
Sales were ascertained by a check of 
bank deposits, plus expenses paid in 
cash. A check at a local rating agency 
located a financial statement showing 
a rather considerable surplus, including 
real estate, just prior to the bankrupt’s 
embarking on a buying spree. A com- 
parison was made between purchases 
and sales during the period the bank- 
rupt was operating normally and those 
during the six-month period prior to 
bankruptcy. It developed that, not- 
withstanding the tripling of purchases 
during the latter period, deposits in the 
checking account decreased materially. 
Interrogation of personnel of the vari- 
ous departments of the store developed 
evidence that several months before 
bankruptcy the owner discontinued the 
practice of allowing them to make their 
daily settlements. All stated that dur- 
ing the last few months of operation, 
sales increased materially due to the 
fact competitors could not compete with 
their prices. 


A transcript was made of the check- 
ing account, and whenever a check 
charged thereto was found missing, the 
accountant endeavored to trace it back. 
A number of checks charged to the ac- 
count by the bank were received on 
incoming remittance letters, and they 
were traced back to another bank in 
another city where they had been de- 
posited by the bankrupt under a ficti- 
tious name. This account also held 
much of the cash receipts withheld just 
prior to bankruptcy. Through an ex- 
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amination of the cancelled checks it was 
possible to determine that the bankrupt 
carried life insurance with substantial 
cash surrender values. These had been 
surrendered and the cash deposited in 
the concealed account. The real estate 
reflected in the financial statement was 
located, it having been transferred to 
the bankrupt’s wife some time before 
bankruptcy. Through bank records it 
was possible to prove that taxes and 
expenses on the properties continued to 
be paid by the bankrupt. 


Bank Defalcations 


During the fiscal year 1947, 398 cases 
of violations of the National Bank and 
Federal Reserve Acts were referred to 
the FBI. Defalcations in these cases 
totalled $4,250,000. During the same 
period, cases brought to a conclusion 
resulted in 114 convictions, with fines 
totalling $86,000 and recoveries amount- 
ing to $553,000. It would not be possi- 
ble to cover the field of bank defalca- 
tions in a limited period, but I cannot 
emphasize too strongly the necessity of 
adopting adequate accounting controls. 

Recently, a teller in a large banking 
institution received a sentence of fifteen 
years as the result of a large shortage. 
The investigation by a Special Agent 
developed the fact that the shortage 
commenced some years ago and was 
initially concealed by lapping deposits. 
Subsequently, the shortage was charged 
to the account of a depositor who main- 
tained a uniformly large balance. Had 
it not been for the fact that the bank 
used tellers each month to assist in the 
preparation of depositors’ statements, 
the shortage would have been discov- 
ered before it reached such large pro- 
portions, 


Railroad Dining Car Thefts 


A rather unusual type of case involv- 
ing cost accounting was investigated a 
little over two years ago on one of our 
railroads. Railroad officials noticed that, 
despite an increase of business, the rev- 
enue received from the dining cars on 
certain sections of one of their trains 
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did not gain proportionately. The dining 
car officials observed that on other 
trains with similar service the food cost 
per meal remained fairly constant. 
However, on the particular diners of 
the trains in question the food cost per 
meal rose to more than a third in ex- 
cess of the average. The food supplied 
to each train was the same, its cost was 
the same, and the portions served were 
in accordance with the railroad specifi- 
cations and little spoilage or waste was 
reported. This led to the conclusion 
that the dining cars on these sec- 
tions of the trains were not reporting 
revenue from all the meals served. Ap- 
parently the pipeline carrying revenue 
from dining car customers to the rail- 
road had sprung a leak. 


It was recognized that if this money 
was being misappropriated by person- 
nel employed on the dining car, these 
thefts would constitute a violation of 
the Federal Statute prohibiting theft or 
unlawful taking by fraudulent device, 
scheme or game from a dining car of a 
railroad train moving in interstate com- 
merce. The situation was reported to 
the Federal Bureau of Investigation. 

Special Agents made an analysis of 
the dining-car records. From the 
amount of food supplied in the dining 
cars on these sections of the trains, 
making proper allowances for spoilage, 
waste and over-servings, they were able 
to compute the number of meals which 
could have been served from the amount 
of food supplied. From this it was de- 
termined how badly the pipe line was 
leaking. 

In order to obtain evidence to show 
what individuals were responsible for 
the suspected thefts, FBI Special 
Agents obtained employment from the 
railroad on dining cars operating on 
the suspected sections. Their investiga- 
tion confirmed the amount of the thefts 
being perpetrated and indicated the par- 
ticipation by dining car employees in the 
scheme to defraud. 

The essence of the scheme was to 
serve meals without issuing meal 
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By serving meals without is- 
checks for some, the steward in 
charge would have on hand at the end of 
the day cash in excess of the amounts 
reflected by meal checks, This amount 
he appropriated, and each waiter re- 
ceived half of the money obtained for 
meals which he had served at his tables 
without issuing a new meal check. Of 
course, the success of the scheme de- 
pended upon collusion by both steward 
and waiters. Neither could operate the 
scheme without cooperation from the 
other. 

At the conclusion of the investigation, 
the guilty persons involved received 
suspended sentences and fines. 


Wartime Government Purchases 

[ previously mentioned three types 
of cases which arose as the result of 
wartime purchases of the Federal Gov- 
ernment. These involve the Renegotia- 
tion Act, the Contract Settlement Act, 
and War Frauds. During the fiscal 
year 1947 savings to the Government in 
these types of cases totalled $2,327,000. 
There were 333 convictions and fines 
of $535,000 were imposed. For the 
first five months of the current fiscal 
year savings and recoveries to the Fed- 
eral Government totalled $1,568,450. 


Contract Settlement Act of 1944 
The Contract Settlement Act of 1944 
was passed by Congress for the purpose 
of speedily paying war contractors the 
fixed compensation due them for the 
termination of their war contracts and 
to protect the Government against 
waste and fraud. The Act provides for 
the contractor, in the event he is not 
satisfied with the Government’s offer, 
to bring suit in the Court of Claims of 
the United States. Thereafter, in order 
to make an equitable settlement in the 
civil cases or develop the irregularities 
in criminal cases, Special Agents of the 
FBI are in many instances required to 
make detailed audits of the firm’s books. 


Renegotiation Act Cases 
With reference to Renegotiation Act 
cases, as authorized by the Renegotia- 
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tion Acts of 1942 and 1943, proceedings 
are instituted by the Government to 
recover excessive profits arising out of 
war contracts. When, following pro- 
longed negotiations between a Price 
Adjustment Board and a contractor, an 
impasse is reached, a responsible Gov- 
ernmental official makes a determina- 
tion that excess profits in a stated 
amount were earned during the year 
under review by the contractor. There- 
after this amount is paid under protest by 
the contractor, but his administrative 
relief is not exhausted until he petitions 
the Government in the Tax Court for 
the recovery of the amount so paid. 


Special Agents of the FBI are then 
requested by the Claims Division of the 
Department of Justice to institute an 
investigation to determine whether 
excess profits actually were earned 
by the contractor. The case is then 
disposed of either by a civil trial, by 
dismissal of the petition or by the peti- 
tioner’s waiving all issues except the 
constitutionality of the Act, in which 
case the matter is placed on the Tax 
Court’s reserve calendar. 


War Frauds 


With reference to war frauds, many 
of the cases investigated involve fraudu- 
lent pay rolls. A typical case of aggra- 
vated fraud in this category is the fol- 
lowing : 

During the investigation of one fraud 
case information was developed indi- 
cating that another firm, by overstating 
the number of men and man hours ex- 
pended on its contract, had defrauded 
the Government. The investigation dis- 
closed that in submitting its bills the 
company claimed to have used the serv- 
ices of a subcontractor. A search of the 
files resulted in the location of false in- 
voices totalling a substantial sum for 
labor hours allegedly completed. Inves- 
tigation disclosed that the subcontractor 
was entirely fictitious. In tracing the 
fraudulent billheads of this fictitious 
subcontractor, the services of the Bu- 
reau’s Laboratory were called upon to 
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identify the type of paper and to clas- 
sify the kind of type used in print- 
ing the false invoices. The Laboratory 
also made typewriter and handwriting 
examinations, and the testimony of the 
Laboratory examiner in these examina- 
tions assisted in identifying the source 
of the fictitious invoices. Extensive in- 
vestigation was made by the Bureau 
Agents to ascertain the printer of the 
fictitious invoices. A small printing 
establishment located in a nearby town 
was found to be the source of the in- 


voices and the operator of this firm 
definitely identified the individual who 
had ordered the invoices printed. 

As a result of the investigation, in- 
dictments were returned by a Federal 
Grand Jury charging the principals of 
the company involved with conspiracy 
to defraud the Government and with 
submitting false claims against the Gov- 
ernment. All entered pleas of guilty and 
were sentenced to serve terms in the 
Federal Penitentiary. 


Buy U.S.Savings Bonds 
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Tax Problems 


By Miriam I. R. 


| AW, like all social philosophy, re- 

flects humanity’s upward plodding 
from the era when provision for seli 
and the immediate hour gave way to 
involved preparations for future old 
age, and then onward and upward to 
provision for progeny, for generations 
to come. A large body of tax law has 
developed about man’s efforts to pro- 
vide for his more advanced and less 
lucrative years. 

Pensions and annuities have given 
considerable and financial se- 
curity to scores of people who might 
have become charges upon 
society. The recipients of these pension 
benefits, who often fall victim to tax 
repenations pertaining thereto, may be 
grouped in several cat ‘gories. 

First, ya are the Civil Service em- 
plovees who come into a ready-made 
plan that has been successfully in opera- 
tion for many This body of 
yees usually contributes from its 
gs toa pension plan of some kind. 
In some instances, the employer also 
ntri to the plan, more often it 
does not. Generally, the pension or 
annuity benefits received by this group 
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are subject to fed 
the annuity provisions of the tax 
For example, if the employees’ total 
contributions to the fund were, over a 
period of years $10,000, and upon re- 
tirement the annual pensions received 
amounted to $1,300 a year, 3% of 
$10,000 or $300 a year would be tax- 
able as income. The remainder of 
$1,000 a year would be considered re- 
turn of capital. This method of report- 
ing would be used for 10 years, after 
which time the entire capital of the fund 
would be deemed to have been returned. 
In the 11th year, the entire $1,300 re- 
ceived would be reported as taxable 
income, as it would every year there- 
after. 

In instances where the employer con- 
tributes to the pension fund along with 
the employee, the portion of the pension 
attributable to the employer's contribu- 
tion is tax exempt, if the pension plan 
falls within Sections 23(p) and 165(a) 
of the Internal Revenue Code. Other- 
wise the — contribution con- 
stitutes taxable income to the employee 
in the year whet the employer makes 
such contribution. 


A second class of employees, who 
come under pension plans, are th Se in 


private industry Here we may find 
some plans initiated primarily to pr rotect 


employees in their old age and which 
result in no tax benefit to the employe er; 
and other plans, largely those begun in 
‘XCESS profits taxes, with 





leduction for tax hain 
corporate employers. In this categ ry 


-us to dis 





re Ne’ fo1 nguish 
the plans wh ll under LR.C . sec- 
tions 23(p) and 165(a) and _ those 
which tread less hallowed ground. 
A third class of benefi iciar consist 
of those persons wi aioe serv 
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one hand and war veterans on the other. 
Any retirement pay available to these 
men is fully taxable unless it represents 
payment for disability or sickness re- 
sulting from active service, in which 
case it is exempt from tax. 

A fourth group of pensioners are 
those falling within the newer and 


rapidly expanding Social Security 
benefit groups. ‘These persons ex- 
emplify the more fortunate recipients 


of the modern trend, taxwise, in the 
handling of pensions and annuities. 
Funds paid out under the Social Secur- 
ity Act are fully exempt for tax pur- 
poses regardless of who constitute the 
beneficiaries. Occasionally, recipients 
‘f these benefits are individuals whose 
tax problems on income from other 
sources loom high, but the old age bene- 
fits remain available and non-taxable. 
A curious turn of events may arise, for 
instance, when a sole owner of a corpo- 
ration has been receiving a salary and 
one day discovers he has achieved the 
advanced age of 65. His government 
is now willing to compensate him in 
these days of high pressure living for 
attaining such an achievement, but only 
if he “retires”. Desirous of obtaining 
the benefits but not ready to divorce 
himself from business activities, he dis- 
solves his corporation, continues his 
business as a sole proprietorship, and 
for Social Security purposes is now 
“retired” since he does not receive earn- 
ings subject to social security with- 
sets ng. Or, in the alternative, he may 
resign from his corporate job and apply 
fos unemployment insurance benefits, 
and simultaneously make application 
for old age benefits. Under this second 
plan, both benefits will be paid to him 
tax-free. 


A fifth category consists of those far- 
seeing individuals who, in the prime of 
life and at the height of their earning 

capacity, make provision for regularity 
income to themselves in their ad- 
vanced years in the form of purchased 
We shall not deal any fur- 
ther with this group at this time than 
to say that their annuities when re- 
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ceived are taxed in accordance with the 
laws and regulations relating to an- 
nuities. 


(1)—Taxability of retirement pay, 
disability pay and death bene- 
fits as affecting Civil Service 
employees. 

Civil Service retirement pay is in- 
cludible in income as an annuity in the 
years in which received. The amounts 
withheld from the employee's salary are 
income in the year in which withheld. 

Under the Reg. 111 Sec. 29-22(a)-2, 

Retired pay of federal and other 

ee and pensions or retiring allowances 
paid by private persons or by the United 
States (unless specifically exempt) are 
income to the recipients . . . Amounts _de- 
ducted and withheld pursuant to the Civil 
Service Retirement Act .-.. from the basic 
salary, pay or compensation of the employ- 
ees in the Civil Service of the United States 
are includible in gross income for the vear 
in which deducted or withheld . Com- 
pensation received for services rendered as 
an officer or employee .. . of a State... 
is to be included in gross income.” 


Under T.D. 5208, C.B. p. 65 (1943), 
it was held that Civil Service employees 
must include in gross income amounts 
withheld under the Civil Service Re- 
tirement Act. 

In the case of Miller vs. Comm., 144 
F, (2nd) 287 (1944), it was further 
held that amounts withheld under the 
Civil Service Retirement Act must be 
included in gross income despite the 
fact that the taxpayer is on a cash basis. 
The taxpayer, a Civil Service employee, 
filed a return for 1940. His basic salary 
for that year was $2,700. Under the 
Civil Service Retirement Act, 314% of 

the basic pay or $94.56 was withheld 
for the year, and was applied with tax- 
payer’s consent, to an annuity provided 
by law for his benefit. Taxpayer re- 
ported as income for 1940 the $2,605.44 
net amount of cash he received. The 
Commissioner assessed a deficiency on 
the unreported $94.56. The Tax Court 
and Circuit Court upheld the Commis- 
sioner, pointing out that an old T.D. 
issued in 1921 requtred that amounts 
withheld from basic salary paid em- 
ployees in Civil Service, should be re- 
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have excluded in prior years 
% of his con- 
tributions. (1.T. 3364, C.B. 1940-1, 
p. 19.) The ruling was important in 
determining the taxable portion of the 
annuity payments in 1939 and the years 
thereafter. However it has little appli- 
cation at present, since most employees 
ired prior to 1939 have excluded 
an amount in excess of their contribu- 
tions and must therefore include the 
full amounts received thereafter. 


all ay wnte 7 ve ; 2 
ali amounts 1n excess oft 3 


Under certain circumstances pen- 
sions and death benefits may be prop- 
erly considered as gifts, and are not 
subject to income tax. If the contribu- 
tions to the pension fund are made by 
a donor who received no consideration 
therefor in the form of money, goods 
or services, the recipient of the benefits 
receives them tax-free. 

In the case of Frank T. Knowles, 
5 T.C. 525 (1945), a retirement fund 
was set up by the Hebrew Technical 
Institute, an exempt educational insti- 
tution, for its teachers. Donations to 
the fund were made by the Institute 
and were evidently intended as gifts, 
and not as compensation for services to 
its employees. The court held that sums 
paid to members of the fund upon its 
dissolution are non-taxable gifts. As to 
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other portions of the fund which were 
not intended as gifts but as compensa- 
tion for services, they represent taxable 


income to the 





In the case of .dnna E. Curtis, 8 T.C. 
No. 30 (1947), a widow’s vested pen- 


sion was held taxable as an annuity. 
cpayer, widow of a rettred fireman 
he District of Columbia, received a 
$720 annual “relief allowance” from a 
fund to which her husband had cor 
1 ed in t rm ol regul salar 
eductions. The board administering 
the fund had discretion only as to th: 
amount of relief to be paid. The Tax 





Court concluded that the widow's rights 
were thus vested, and upheld the Com- 
missioner’s contention that the pension 
was taxable as an annuity under section 
22())(2). Since she had previously 
received an amount tax free equal to 
the consideration paid, the full amounts 
received in the years before the Court, 
were held taxable. 

In the case of Varnedoe vs. -illen 158 
Fed. (2nd) 467 (1946), taxpayer, 
widow of a deceased fireman in the city 
of Atlanta, Georgia, received a pension 
after his death. The Court held that the 
payments received by the widow were 
taxable to her on the ground that she 
received the income in consideration of 
services furnished by her husband to the 
city. The pension, therefore, was no 
gift, but represented taxable income to 
the widow. 

The Tax Court in the Curtis case 
followed the pattern the Circuit Court 
set in the V’arnedoe case. However, the 
Tax Court avoided the vulnerable 
theory promulgated in V’arnedoe. The 
Varnedoe case, in holding the widow’s 
pension taxable to her on the ground 
that it represented compensation earned 
by her husband violated the principal 
set down in Lucas vs. Earl, 281 U.S. 
111 (1930), that income earned by one 
taxpayer cannot be taxed to another 
While, for years ending after 1942, the 
widow might properly be taxed under 
Sec. 126 (a)(1)(b), the Varnedoe de- 
cision, which involved years ending be- 
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fore and after 1942, did not consider 
the effect of that section. 

Disability retirement pay under the 
Civil Service Retirement Act consti- 
tutes income fully taxable to the recipi- 
ent. In a ruling by the Commissioner 
L.T. 3428, C.B. 1940-2, p. 60) it was 
held that disability retirement pay re- 

from the United States govern- 
is subject to federal income tax. 
mction should be made at this 


lh 
Ai 





om } ‘ ee Dt — ¢ . 
point between disability pay under the 


Civil Service Retirement Act and which 
constitutes taxable income, and disabil- 

y pay under the Tyson-Fitzgerald Act 
pertaining to war veterans, hereinafter 
discussed, and which constitutes tax- 
free income. 

It has further been held under E.T. 
11, C.B. 1937-2, p. 470, that amounts 
payable from the civil service retire- 
ment and disability fund upon the death 
of an employee of the federal govern- 
ment is includible in the gross estate 
for estate tax purposes, whether pay- 
able to the beneficiary, or the estate. 

However, in  contradistinction to 
these rulings, under the Federal Com- 
pensation Act, it has been held in I.T. 
3281, C.B. 1939-1, p. 97, that compen- 
sation paid by the United States under 
this Act on account of death or disabil- 
ity of an employee of the Federal gov- 
ernment, resulting from a personal in- 
jury sustained by an employee while in 
the performance of his duty, is not sub- 
ject to federal income tax. 

Under the Railroad Retirement Act, 
specific provision is made exempting 
annuities or pensions paid thereunder 
from income tax. Death benefits under 
this Act are also exempt from tax. (1.T. 
3115, C.B. 1937-2, p. 62; I.T. 3662, 
C.B. 1944, p. 72.) 


(2)—Taxability of pensions and an- 
nuities received by employees 
in private industry. 


For many years now, some of our 
larger and more benevolent corpora- 
tions have been instituting retirement 
and pension plans for their employees, 
first, to give employees a greater sense 
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of security and freedom in their jobs, 
and second, to reduce employment turn- 
over by inducing length of service of 
employees. Most of the plans created 
with these motives in view are quite 
democratic and extensive in coverage 
of employees. During the last war when 
salary stabilization came into being, and 
it became difficult, and even impossible 
in some cases to give wage and salary 
increases, many employers sought to 
effect permissible salary increases in the 
form of pension plans acceptable to the 
Treasury Department under I.R.C. 
Sections 23(p) and 165(a). Further- 
more, during the heavily tax burdened 
vears of excess profits taxes, many cor- 
porations could afford to be benevolent 
in setting up acceptable pension plans, 
since they could thus obtain a deduc- 
tion for themselves and disseminate 
good will to employees, with a cost to 
themselves of only 12'4% of their con- 
tributions. We therefore find that a 
great many new pension plans have 
been set up in the past five or six years. 

From the employee’s point of view, 
for income tax purposes, we are con- 
cerned with three main problems. First, 
if the employer contributes to the pen- 
sion fund, is such contribution included 
in the employee’s income in the year 
when the contribution is made? Sec- 
ond, if the employee contributes to the 
pension fund, is his contribution con- 
sidered part of his income in the year 
of contribution? Third, is the annuity 
taxable to the employee when it is re- 
ceived, and if so, on what is the tax 
based ? 


To give consideration to the first of 
these problems, the employer’s con- 
tribution to the fund does not constitute 
income to the employee in the year 
when made if the pension trust is set 
up in accordance with the requirements 
of Section 23(p) and 165(a) of the 
I.R.C. These sections, in the main, re- 
quire that the contributions and benefits 
do not discriminate in favor of officers, 
shareholders and key employees; and 
that the plan benefits a minimum per- 
centage of the total number of employ- 
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ees as set forth in the statute. If these 
requirements are met, the contributions 
made to the fund by the employer are 
not taxable income in that year to the 
—— However, the cost of the 
anm to the employee does not in- 
clude the employer's contributions. If 
the pension plan does not conform to 
the requirements as set forth, the em- 
ployer’s contribution is considered in- 
come to the employee in the year of 
contribution; and the employer's con- 
tribution enhances the cost of the annu- 
ity to the employee to the extent of the 
contributions made by the employer. 





To consider the second problem, if 
the employee contributes to the pension 
fund, irrespective of whether the fund 
complies with the statutory require- 
ments, the employee’s contribution is 
includible in his income in the year of 
contribution, and his contribution is 
considered part of the cost of the fund 
to him. For example, if the employee 
receives $5,000 a year and contributes 
$250 out of the $5,000 to the fund, he 
must report the full $5,000 for income 
tax purposes. 

To consider the third problem posed, 
as to taxability of the annuity when re- 
ceived, it reasonably safe to say that 
the annuity is always taxable. The 
question ats arises as to the degree 
of taxabilitv. There are three hypo- 
theses possible; one, where both the 
employer and employee make contribu- 
tion; two, where only the employer 
nakes the contribution; and three, 


where only the employee makes con- 





Hypothesis (1 [mployer X con- 
ributes $200 a vear to the fund on be- 
half of employee A. A contributes $100 
a year to the fund. This continues for 
20 vears. The pension plan meets the 
statutory requirements. 

For the twenty years, A must include 
in his income the $100 a year of his 
contribution. He will not include the 
$200 a vear of his employer's contribu- 
tion as income. At the end of 20 years, 
\ retires and receives $1,000 annually. 
$600 (3% of $2,000 cost) thereon will 
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be taxed as income; the balance of $400 
is considered return of principal. This 
will continue to be reported thus until 
the $2,000 cost of the fund is consumed, 
after which the full $1,000 annuity will 
be taxable income to A. 

If the pension plan does not meet the 
statutory requirements, A will have to 
include in his income each year $300 
of contribution (X’s contribution of 
$200 and A’s contribution of $100), 
and the cost of the annuity to A will be 
$6,000 ($200 x 20 years for X’s con- 
tribution, and $100 x 20 years for A’s 
contribution ) on which to base the 3° 
computation. 

Hypothesis (2): Where employer X 
above alone makes contribution, if the 
pension plan meets the statutory re- 
quirements, employee A need not in- 
clude any contributions in annual in- 
come as the contributions are made: 
and A’s annuity upon retirement is 
fully taxable since A had no cost. 

If the plan does not meet statutory 
requirements, and X contributes $200 
to the fund on A’s behalf for 20 years, 
no contribution being made by A, A 
must annually include the $200 a year 
in income. His cost at the end of 20 
years is deemed to be $4,000 and the 
3% computation is made thereon. 

Hypothesis (3): If employer X makes 
no contribution and employee A con- 
tributes $100 a year for 20 vears, A 
must include the $100 a year ‘annually 
in his income. The cost of the annuity 
to A at the end of 20 years is $2,000 on 
which the 3% computation is then 
made. 

Up to this point, we have been giving 
consideration to formal pension plans 
set up impersonally and with a view to 
bettering the situation of company em- 
ployees gene rally. However, it often 
happens that upon an employee’ s retire- 
ment or death, a grateful employer who 
has made no pension provision for his 
employee desires to show his goodwill 
by paying a sum annually to the retired 
employee or, in case of death of the 
employee, by paying a sum to his family 
or estate. Herein arise problems as to 


April 





\. =m er =e 


Dm 


or 


h- 


ile 


be 


Tory 
200 
‘ars, 


year 
the 


ikes 
-on- 
ally 
wit 
Jon 
hen 





Tax Problems 


whether such payments constitute cont- 
pensation for services rendered or gifts, 
for income tax purposes. Furthermore, 
the problem of taxability of such sums 
for estate tax purposes rears its head. 
A cursory view of Bureau rulings and 
court decisions seem to confuse the is- 
sue rather than clarify it. 

However, let us consider some of the 
situations in which it has been held that 
payments by the employers constitute 
compensation for services rendered. 

In the case of Brayton, Adm. vs. 
Welch, 39 Fed. Supp. 537 (1941), de- 
cedent had been an officer of certain 
corporations. After decedent’s death, a 
corporate resolution was adopted that 
decedent’s salary be continued for a 
limited period, and be paid to decedent's 
estate. The court held that these pay- 
ments constituted compensation for 
services rendered, and not a gift to 
the estate. 

In the case of Cora B. Beatty, 7 
B.T.A. 726 (1927), an employer paid 
an employee a pension after the em- 
ployee ceased to render services. The 
court held that since the pension was 
given by one for whom services had 
been performed, the past services were 
the consideration for the payment, and 
such payment constituted compensation 
and not a gift. The pension is therefore 
taxable income to the recipient. 

In the case of E. J. L’Esperance, 2 
T.C. 1268 (1943), taxpayer resigned 
as branch manager of an ins urance com- 
pany. He waived his rights to certain 
commissions in consideration of the 
company’s agreement to pay him $500 
ver month for life. The court in this 
‘ase held the payments to be compensa- 
ion and not gifts. 

In the case of John Thomas, B.T.A., 
Memo Dec., May 28, 1942, (affirmed 


1 
I 
( 


CCA-5), a payment specifically desig- 
nated as a gift was held to be compensa- 
tion because the element of past services 
existed. 


Payments made to former officers of 
corporations upon their resignation 
have, with a fair degree of consistency, 
been treated as compensation for serv- 
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ices rendered, and have been considered 
as taxable income to the former em- 
ree Arthur L. Lougee, 26 B.T.A. 

(1929) ; Willkie vs. Commissioner 
127 Fed. (2nd) 953 (1942). 

In the case of Charles L. Jones et al, 
2 T.C. 924 (1943), the employer and 
the employee entered into a retirement 
contract to be fully paid for by the em- 
ployer, and which provided for pay- 
ments to the employee of $33,000 annu- 
ally for life, and after his death for 
annual payments of $25,000 to his wife 
during her lifetime. If no provision 
were made for the wife, the annual pay- 
ments to the employee were to be 
$41,250. The court held that the 
amount to be included in the employee’s 
income was $33,000 a year, and not 
$41,250 as contended by the Commis- 
sioner. 

The lack of consistency in treatment 
of moneys paid to retiring employees 
and their beneficiaries where no formal 
annuity plans are in existence, is evi- 
denced in the case of Cunningham vs. 
Comm. 67 Fed. (2nd) 205 (1942), 
where an honorarium was paid to the 
president of a Canadian corporation 
upon his resignation. The court held 
this constituted a gift and was not sub- 
ject to income tax. 

Again under I.T. 3329, C.B. 1939-2 
p. 153, the Bureau held that payments 
made to the widow of a deceased officer- 
stockholder of a corporation by order 
of its secretary and treasurer were gifts 
to the widow, and not subject to income 
tax. 

An interesting ruling was handed 
down by the Bureau in iT. 3472, C.B. 
1941-1, p. 252, on the taxability of a 
pension received by a United States 
citizen who had rendered part of his 
services in the United States and part 
outside the United States. An employee 
was employed for a period of 19 years 
For seven of these nineteen years, his 
services were rendered in the United 
States. For the remaining 12 years he 
rendered his services outside the United 
States and was a bona fide non-resident 
of the United States under I.R.C. Sec- 
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tion 116 (a) (resident in United States 
for less than six months of the year). 
In 1939, the employee retired and was 
given a pension. In the year of retire- 
ment, he was a bona fide non-resident. 
The Bureau held that the pension was 
partly taxable and partly exempt. That 
proportion which the number of years 
of service rendered in the United States 
(seven) bears to the entire period of 
service (nineteen) constitutes the por- 
tion of the pension that is taxable. The 
fact that he was a non-resident of the 
United States in the year when the pen- 
sion was received does not exempt the 
full pension from income tax. 

In some cases where annuities or 
death benefits are paid to survivors of 
the primary annuitant, problems of 
valuation for estate tax purposes arise 
in the decedent employee’s estate. Gen- 
erally, where an annuity plan permits 
the employee to elect to receive his 
annuity at a reduced rate for his life, 
and to have payments continued after 
his death to a named beneficiary for 
the remainder of such beneficiary’s life, 
should he or she survive the retired em- 
ployee, the value of the beneficiary’s 
annuity must be included in the gross 
estate of the decedent-empioyee for es- 
tate tax purposes. It should be borne 
in mind that the employee must have 
had a vested right in the plan to con- 
stitute it taxable to his estate. For ex- 
ample, where the plan gives the em- 
plovee the right to name a beneficiary, 
but the employer retains the right to 
withdraw or modify the plan, any 
amounts received as death benefits by 
a named beneficiary are not subject to 
estate tax in the employee's estate, be- 
cause prior to death, the employee's in- 
terest in the death benefits is nothing 
more than an expectancy. 
Dimock, 
Supp. 56 


In the case of Exec. vs. 
Corwin, 19 Fed. (1945), 
decedent had a right to designate the 
beneficiary of a death benefit to be paid 
by the corporation of which he had been 
an officer and employer. It was held 
that the right was not property within 
the meaning of the statute, and was not 
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to be valued in the gross estate. How- 
ever, it should be noted that this deci- 
sion was handed down before our pres- 
ent law with reference to powers of ap- 
pointment came into being. It is quite 
possible that at present, the employee’s 
right to designate a beneficiary might 
be construed as a power of appointment. 

To sum up, if the employer vests all 
or part of his contributions in the em- 
ployee, and the vested amount passes 
to the beneficiary, or to the employee's 
estate, or designee, the transfer is sub- 
ject to estate tax. However, if the em- 
ployee has no vested rights in the plan, 
either because the plan makes no pro- 
vision for vesting, and the employer or 
pension committee decides to pay the 
deceased employee’s widow or other de- 
pendents a pension, a lump sum death 
benefit, a year’s salary or any other 
gratuity, the payment is not taxable in 
the estate of the deceased since it is 
termed a gift rather than a transfer by 
death. 


(3) — Taxability of veterans’ 
sions. 

Generally speaking, retirement pay 
of military personnel is subject to fed- 
eral income tax unless it is received for 
personal injury or sickness resulting 
from active service. However, benefits 
paid to or on account of any beneficiary 
of a war veteran are exempt from fed- 
eral income tax. 

Under the Tyson-Fitzgerald Act of 
1935 disability pensions of retired mili- 
tary personnel were made exempt from 
tax. 

I.R.C. Section 22 (b)(5) provides 
that pensions, annuities and similar al- 
lowances received by members of the 
Regular Army, Navy or Marine Corps 
for personal injuries, or sickness result- 
ing from active service are exempt. 
This rule applies to years ending in 
1942 and thereafter. Prior to 1942, all 
disability allowances were subject to in- 
come tax. 

In the case of Alexis R. Paxton, 8 
B.T.A. 1105 (1927), this rule was fur- 
ther elucidated to state that the disabil- 
ity allowances were taxable regardless 
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of whether the active service was in 
peace or in war. 

It has been ruled that where an offi- 
cer of the Regular Army has been 
placed on the retired list for reasons 
other than physical disability, is later 
restored to active duty, and thereafter 
receives retirement pay for physical dis- 
ability incurred during the second 
period while serving in active duty, 
such officer has the same retired status 
for federal income tax purposes as an 
officer initially retired for a physical 
disability. 

Half-rate pension payments received 
by certain disabled enlisted personnel 
and appointed petty officers in the Navy 
and Marine Corps are also exempt from 
tax. 

Pensions paid by the government to 
widows of soldiers, as such, have been 
held to be tax exempt on the theory 
that such pensions are not awarded as 
compensation for services rendered by 
the widows, and therefore constitute 
mere gifts to them. However, see the 
l’arnedoe and Curtis decisions dis- 
cussed above for a more recent inter- 
pretation of the problem. 


(4)—Tax consequences of Social Se- 
curity benefits. 


All insurance benefit payments made 
under the Social Security Act are ex- 
empt for federal income tax purposes. 
This includes primary insurance bene- 
fits payable to the retired employee, 
periodic payments made to his wife, 
child, widow or parent, and lump sum 
death payments. 

Prior to January 1, 1940, amounts 
paid to beneficiaries of a decedent were 
includible in the gross estate for estate 
tax purposes. This conclusion was 
reached by the Bureau in a ruling, E.T. 
10, C.B. 1937-2, p. 469, on the theory 
that since no provision of the Social 
Security Act specifically exempted such 
payments, they were to be included. 
Later rulings of the Bureau did not 
consistently hold with this earlier rul- 
ing. Finally, under E.T. 18, 1940-49- 
10511, it was held that under the Social 
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of Pensioners 


Security Act, as amended, such pay- 
ments are unequivocally exempt for 
estate tax purposes. 


Recommendations 


The average individual who retires 
on a pension suffers certain psychologi- 
cal hazards and setbacks which make it 
desirable that his financial security be 
in no way impaired. Usually such an 
individual has worked all his life and 
suddenly discovers that the world con- 
tinues to revolve on its axis and in its 
orbit without his contribution. He must 
generally readjust his standard of living 
quite radically because his pension in- 
come rarely equals his earlier earning 
capacity. He finds more time on his 
hands than he ever had before, with 
less money with which to use the time. 
With his belt tightened and his spirits 
quelled, there is only one pattern of his 
past that continues in similar vein—his 
income remains subject to federal in- 
come tax, if his retirement moneys 
come from private business sources. 

The Federal government recognized, 
in its handling of old age benefits, that 
such benefits should be made exempt 
from income taxes. In a similar way 
and for similar reasons, all retirement 
pay should be exempt from tax. For 
the benefit of our economy as a whole, 
our older population should have avail- 
able for its use as much spendable 
money as possible. It should be borne 
in mind that for every dollar of tax 
cbtained out of retirement income, some 
form of further old age subsidy by gov- 
ernment becomes necessary. 

I would therefore recommend, first, 
that all moneys paid to individuals past 
the age of sixty, in recognition of serv- 
ices rendered in earlier and more pro- 
ductive years, and which do not exceed 
annually, fifty per cent of the average 
annual income of such individual for 
five years preceding his retirement be 
made wholly exempt from tax. 

A second alternative recommendation 
is that the present rate of 3% applied 
to the cost of the fund to determine the 
annual taxable retirement income be 
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reduced to one per cent, and further- 


more that this ric of taxation be 
utilized as long s the retis “ement income 
is paid, and not merely until the theo- 


retical capital cost is fully consumed. If 
the small investor today puts his money 
a savings bank, he cannot get much 
more than one per cent interest on his 
money. There is no reason why the tax 
law should compel him to report three 
per cent as income on his capital in the 
retirement fund. Tax laws, indubitably, 
change more slowly than economic 
money markets, but it is high time that 
recognition be given to the change in 
interest rates. 

A further alternative recommenda- 
tion, in the event that it becomes politi- 
cally inexpedient to reduce the “3% 
rule” toa “1% rule”, is that a declining 
scale of income be reported annually 
instead of the static scale now in use. 
An insurance company, in setting up 
tables would be expected to take into 
account the fact that, as a capital fund 
is expended, the income receivable from 
that fund declines. Yet the tax law 
gives no such recognition. For exam- 
ple, if the employee’s total contribution 
to a fund were $10,000, and in the first 
ee year he received $1,300, under 


1 2¢ 


the 3% rule, $300 would constitute in- 
come, and $1,000 would constitute re- 
turn of capital. After that payment, the 
capital remaining in the fund is only 
$9,000. In the second pension year 
under the present law, of the $1,300 to 
be received, $300 would again be 


g 
treated as income and $1,000 as return 


cf principal. Under the - ‘oposal herein 
stated, in the second vear only $270 
3°O rs $9,000 sh uid be reportable 
s income and $1,030 should be treated 
as return of read Thus as the capi- 
| of the fund declines each year, the 
return on the fund would de- 
cline proportionately. 


ndation is, that after 
ti of the pension fund 
1, 1 9 9} +} 1 +] 

s been absorbed, the pension income 
received thereafter be fully tax exempt. 
The logic of such a proposal becomes 
apparent when we recognize that the 
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average pensioner does not retire before 
sixty years of age. For the next ten 
years of his life, he receives a pension, 
a small portion of which is subject to 
tax. During the years from sixty to 
seventy, he may possibly augment his 
income by some additional earnings, or 
by contributions toward his support by 
other members of his family, thus af- 
fording himself some manner of sub- 
sistence. Frequently after about ten 
years of pension payments, all the pen- 
sion income becomes subject to tax. At 
this time, our pensioner is usually well 
past seventy. His medical expenses are 
constantly increasing. His earning ca- 
pacity has usually dwindled to zero. He 
has generally outlived his brothers and 
sisters and even his children, so that 
these sources of help are much dimin- 
ished; and at this time he becomes an 
affluent citizen under the tax law and 
discovers that all of his pension income 
is subject to tax. Equity requires that 
this unrealistic approach be correcte 
We live in an era when insurance 
company tables tell us that the propor- 
tion of old people to young people is 
growing greater each year. Whether 
this is brought about by the fact that 
our birth rate is declining, that our 
normal life span is increasing, or that 
wars are carrying off too many of our 
voung people, does not attack the focal 
point of the problem. It merely ex- 
plains its existence. It is therefore rap- 
idly becoming a social necessity that we 
develop means of providing for the sup- 
port of our older population in its de- 
‘li vears. It is evident that many 
methods will be devised to help solve 
this problem, as it grows greater by: 
force of numbers. Whether it will 
solved through broader private pension 
Janning or through enlargement of 
blicly supported social security bene- 
its, it is difficult to forecast. However 
f the present trend toward increasing 
numbers of older population continues 
ad absurdum, we may some day find 
that most of our taxpayers are retired 
employees living on pensions. 
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Some Old and New Problems of New York 


Franchise Taxation 


By Mortimer MM. KAssELL 


RTICLE 9-A of the Tax Law 

which imposes the franchise tax 
on business cOrporations was extensive- 
ly revised in 1944. It made four prin- 
cipal changes from the old law which 
had been in effect for over twenty-five 
years. 

In the first place it eliminated the 
arbitrary classification of corporations 
that had formerly existed. The holding 
company, the investment trust and the 
general business corporation had been 
treated in separate categories and had 
heen separately taxed under different 
provisions of law. The definition of 
each of these types of corporations was 
arbitrary and unrealistic. In addition, 
it failed to recognize the fact that a 
single corporation can comprise differ- 
ent aspects. Thus, a corporation can 
have subsidiaries, and to that extent be 
a holding company ; it can have invest- 
ments and to that extent be an invest- 
ment company while the major portion 
of its activities can consist of the usual 
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business or manufacturing operations. 
If holding companies and investment 
trusts are accorded different tax treat- 
ment there is no reason why a business 
corporation, to the extent that it is a 
holding company, should not have the 
same treatment. Hence, the first basic 
change made by new Article 9-A was 
to eliminate the arbitrary lines that 
formerly existed between different 
types of corporations and to place hold- 
ing companies, investment trusts and 
general business corporations all under 
new Article 9-A. 

The second principal change was the 
elimination of the stock factor from the 
formula used to allocate entire net in- 
come for the purpose of determining 
business activities within and without 
the state. Since new Article 9-A seg- 
regated investment income and capital 
and subsidiary capital from ordinary 
business income and capital, there was 
no longer any reason to apply a stock 
factor to business income. The pres- 
ence of the stock factor along with prop- 
erty and accounts payable in the old 
allocation formula was silly. It could 
only have been justified on the view 
that since income from investments was 
included in entire net income some 
recognition should be given to stock 
in the allocation formula. The elimina- 
tion of the stock factor in the new al- 
location formula has gone a long way 
toward providing a more accurate de- 
termination of income within and with- 
out the state. 

The third principal change was the 
synchronization of the business period 
with the privilege period. That change- 
over has long since taken place and 


no further consideration of it is now 


necessary. 

The fourth principal change in new 
Article 9-A was the adoption of the 
so-called ‘‘Massachusetts” rule of al- 


303 





The New York Certified Public Accountant 


location. This is the common three tac- 
tor method of property, receipts and 





D Ils. However, a slig variation 
11 Massachusetts rule was adopted 
ind 1 emphasis placed on the lo- 
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change in the entire theory and practice 
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of franchise taxation that had been in 
effect in this State for many years, the 
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new law has worked amazingly well. 
In no small measure this is due to the 
continuing efforts of Commissioner 
Rates and Director Burton of the Cor- 


poration Tax Bureau who devote most 
weir working hours to its adminis- 
tration, as well as the tax practitioners 
: in the first few 
vears a number of “bugs” have been 
found. Each year I have prepared for 
the State Tax Commission a number 
of amendments which have been en- 
acted into law by the Legislature. Many 
of these were mere technical changes. 
Some came about as a result of rec- 
ommendations of members of your So- 
ciety. I would call your attention to 
some of the major changes since the 
inception of the law in 1944. 

1. Under old Article 9-A a successor 
corporation was liable for the franchise 
taxes of its predecessor. This was omit- 
ted from new Article 9-A because the 
tax was put on a current basis. How- 
ever, it was soon apparent that a cor- 
poration could easily avoid the tax by 
transferring its assets to another cor- 
poration and leaving the state. By 
Chapter 224 a transferee liability, sim- 
ilar to the Federal law, was inserted 
into Article 9-A. 

2. You will recall that under old 
Article 9-A combined reports could be 
permitted or required by the Tax Com- 
mission. Under that method in comput- 
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ing entire net income the entire net 
income of all the corporations included 
— after elimination of intercorpo- 

rate ( livide = was added together. The 
method of computation was simple and 
easily adi obi ‘red and auditing of re 
ports was facilitated. A mere ch 








against Federal net income as shown in 
he Federal return was sufficient. How 


Article 9-A adopted the 
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a consolidation theOry wheredy a 
consolidated entire net income was re- 


a to be computed, by eliminati: 
not only intercorporate dividends but 





also all intercorporate profits, receipts, 
etc. Experience soon showed that this 
was unworkable, because consolidated 
net income could not be checked against 

Federal net income of each of the 
corporations. In 1946 by an amendment 
the system of “combined” reports was 
again adopted. 

3. For many years interest on in 
debtedness to individual stockholders 
has been included in entire net income. 
The question of whether interest on in- 
debtedness to corporate stockholders 
was also included was not settled, al- 
though rulings had been issued in re- 
gard to it. By a recent amendment ap- 
plicable to reports due next May in- 
terest on indebtedness to corporate 
stockholders is taxed in the same way 
as interest on indebtedness to an indi- 
vidual stockholder. 

4. One of the methods of computing 
the franchise tax has been the so-called 
“third minimum” method. This im- 
posed a tax at 30% of net income plus 
officers’ salaries, minus the corpora- 
tion’s net loss and $5,000. While this 
method has not been invoked too fre- 
quently during the recent prosperous 
business years it has frequently ac- 
counted in past years for a substantial 
portion of the revenue from the corpo- 
ration franchise tax. In order to pro- 
vide for the smaller business corpora- 
tions the allowance of $5,000 hereto- 
fore used in this calculation was in- 
creased to $15,000. In the case of cor- 
porations which are subject to tax for 
less than a full year, under a contem- 
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plated change, the $15,000 amount will 
be allocated in accordance with the 
time during which the corporation was 
subject to tax. 

5. Two other amendments made at 
the last session of the Legislature should 
be mentioned. One was to permit a 


case Of a 


1 . 1 

change ot allocation in the 

war {90911 amnartigatinn ancl +} thae 

War taciity amortization and tne other 
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was the treatment Of war 10SS reCcov- 


Under 
-ovision that has been in the law for 





eries. le first. by reason of the 

any years to the effect that no change 
in the allocation formula could be made 
even though there had been a change 
by the Federal authorities, it was 1m- 
possible to remedy the imjustice cre- 
ated where a taxpayer terminated the 
amortization period with respect to an 
emergency facility. 

The other change was to cover the 
situation where a corporation in 1942 
had written off as an ordinary loss, its 
investment, for example, in a subsidi- 
ary located in an enemy country. When 
in 1946 a taxpayer found it did not 
have in fact the loss and restored the 
deduction previously taken to income; 
in cases where the loss resulted from 
an investment in a subsidiary, it was 
found that such income might be ex- 
empt under provisions of new Article 
9-\ exempting income from subsidi- 
ary capital. Such a corporation there- 
fore would have obtained two tax bene- 
fits. The amendment treats the recovery 
of such a war loss as business income 
of the year in which received. 

So far we have taken a quick glance 
at the major changes made by new 
Article 9-A and the principal amend- 
ments made since its inception. I should 
like to briefly deal with the important 
question of allocation. You will recall 
that old Article 9-A allocated entire net 
income on the basis of accounts receiv- 
able, property and the so-called “stock 
factor.” Since all these items were 
lumped together to produce a single 
allocation percentage, investments in 
stock could wholly distort the alloca- 
tion of ordinary business income. An 
earlier State Tax Commission had en- 


1948 


deavored, without success, to cure this 
evil. In order to obtain a more realistic 
measure of activity within and without 
the state the entire formula was 
changed by new Article 9-A. Invest- 
ment income and business income are 
separated and each is allocated by a 
different allocation percentage. The 
business allocation percentage is ob- 
tained by taking the average of each 
of three factors—the value of the cor- 
poration’s property, the amounts of its 
payrolls and of its sales, within and 
without the state. In place of lumping 
together all three factors, each of the 
three factors is treated separately, and 
an average of the three results ob- 
tained. 

At the outset of 
though there was no intention to in- 
crease revenue, few could be certain 
of its precise effect. It was originally 
considered that the addition of the new 
factor, i.e., payrolls, would greatly in- 
crease the tax on corporations which 
were predominantly engaged in manu- 
facturing in New York. Soon after the 
first reports were filed the State Tax 
Commission undertook a research job 
to ascertain the effect of the new law 
and to obtain information which would 
be useful in recommending changes to 
the Legislature. About 8,500 reports 
picked at random were examined which 
covered taxes amounting to approxi- 
mately $111,000,000. Corporations hav- 
ing a net income of from $20,000 to 
those having an income of many mil- 
lion dollars were included in the sur- 
vey. While no public announcement has 
vet been made of the results of the sur- 
vey, it is safe to say that, contrary to 
predictions, industries doing most of 
their business in New York are not 
penalized by the new law. The research 
has not been finally completed and is 
being extended and carried forward. 

The factor which causes the most dif- 
ficulty in any allocation formula is sales 
receipts. While new Article 9-A con- 
formed generally to the so-called ‘“‘Mas- 
sachusetts formula,” it was believed 
necessary to adhere in part to the old 
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method of allocating sales which had 
been in effect for many years. That 
1 hasized | the location of the 
goods at the 1 time of the receipt of the 
der, more ose the place of receipt 
t the order. Difficulties to taxpayers 
or the Tax Commission in the handling 
is factor have not been great, prob- 
y because of the experience under 
the old law. However, I might mention 
one problem that has arisen. As you 
know, a sale of property located within 
this state at the time of receipt or ap- 
propriation to an order is considered as 
a New York sale. Likewise, a sale of 
property not located at such time at any 
permanent or continuous place of busi- 
ness outside the state is also a New 
York sale if the order is received or ac- 
cepted in this state. Questions have 
arisen as to whether an order is received 
or accepted in this state where a sales- 
man works out.of the New York office 
and accepts an order “‘on the s Spot. ” The 
New York rule follows the rule preva- 
lent in most states, namely, that in such 
a case the order is deemed received or 
accepted at the home office of the sales- 
man. 
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Recent efforts have been made to 
change the sales factor. In fact, con- 
erable t time was devoted to the topic 
the Nat ional Tax Conference recent- 
held in Miami Beach, Florida. The 
satis m stems from a desire for uni- 
formity among the states so that a sale 
not be allo cated to more than one 
state. The suggestion is that the destina- 
tion of the goods determine where the 
sale is to be allocated. A moment’s re- 
flection shows the inherent difficulties of 
1. Briefly, many sales would not 
be allocated in even one state. The mere 
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shipping of goods into a state does not 
confer jurisdiction on that state to im- 
pose a franchise tax ¢ mn the shipping cor- 
poration. Even if did confer such 
jurisdiction, collection of the tax would 
he impossible, under the present deci- 
Supreme Court of the 
United States construing the full faith 
and credit clause. Another weakness 
s that the destination rule overemphas- 
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izes the “promotional” part of a busi- 
ness to the detriment of the equally 
important ee of manufacturing, 
Until it can be demonstrated that the 
destination plan is workable, legally and 
administratively, I doubt that it will 
inake much headway so far as corporate 
franchise taxation is concerned. 


One other aspect of allocation should 
be mentioned. You will recall that 
under new Article 9-A all corporations 
are entitled to an allocation of invest- 
ment income, regardless of whether 
they have a regular place of business 
outside the state. However, only a cor- 
poration which has a regular place of 
husiness outside the state is entitled to 
an allocation of its business income. At 
the inception of the new law difficulties 
were encountered in determining what 
is a regular place of business. ‘In the 
original regulations, a taxpayer which 
had goods in a warehouse or in a finish- 
ing plant outside of the state was not 
deemed to have a regular place of busi- 
ness, unless it had its own employees 
regularly at that place. By an amend- 
ment to Article 411 made by Regula- 
tions 1947 such a taxpayer is deemed to 
have a regular place of business outside 
the state even though it has no em- 
ployees in attendance at the warehouse 
or finishing plant. However, a distinc- 
tion is made between a regular place 
of business and a permanent or continu- 
ous place of business. This distinction 
becomes important in the problem of 
allocating sales. You recall that the 
statute allocates to New York sales of 
tangible personal property not located 
at the time of receipt or appropriation 
to the order at a permanent or continu- 
ous place of business maintained by the 
taxpayer. Accordingly, where an order 
is received or accepted in New York in 
order to consider it an “outside” sale 
it is necessary that the goods be at a 
permanent or continuous place of busi- 
ness. In order for it to be such a place 
of business it is still necessary that the 
taxpayer continuously maintain, occupy 
and use that place and have one or more 
employees regularly in attendance. 
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One additional problem, partially re- 
lating to allocation, merits your con- 
sideration—that is the question of 
officers’ salaries. Where an officer is 
also a salesman, all his compensation, 
whether it be commissions as a sales- 
man, director’s fees or officers’ salaries, 
must be taken into account in computing 
the so-called “third minimum’ method 
of computing the franchise tax. In addi- 
tion, in the allocation factor, compensa- 
tion of general executive officers is ex- 
cluded from the payroll factor. There 
is considerable merit in the view that 


commissions earned by an officer who 
is also a salesman should not be con- 
sidered as compensation of an officer. 
As yet no readily workable separation 
has been developed. The members of 
the Society, particularly those who are 
principally concerned with the problem, 
would confer a public service if they 
could furnish an administratively work- 
able rule to aid in the solution of this 
and other problems. The present State 
Tax.Commission, as well as the previ- 
ous ones, is happy to have an expression 
of the views of your Society. 
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Gross Receipts Tax—Barr & Lane, 
Inc. v. City of New York, et al. 


An interesting case was decided by 
the New York Supreme Court recently, 
involving the Gross Receipts Tax (See 
New York Law Journal, January 7, 
1948). The plaintiffs brought an action 
for a declaratory judgment. They asked 
the Court to hold that certain moneys 
received by them as agents to be dis- 
bursed for the principals to third per- 
sons were not taxable receipts. The 
City and the comptroller made a mo- 
tion to dismiss the complaint upon two 
grounds, first, that the Court did not 
have jurisdiction of the subject of the 
action and, second, that the action had 
heen commenced after the statute of 
limitations had expired. While this 
sounds as if only some technical legal 
issues were involved, the opinion dis- 
cusses a number of important aspects 
of the Gross Receipts Tax Law that 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. Mr. Harrow 
taught accounting at The College 
of the City of New York from 1919 
to 1924. He has been a member of 
the American Institute of Account- 
ants since 1922 and is a member of 
the New York Bar. He is presently 
serving on the Society’s Committees 
on Federal Taxation, State Taxa- 
tion, Cooperation with the State 
Education Department and_ Its 
\gencies, and Cooperation with the 
Bar. Mr. Harrow is engaged in 
general practice as a certified public 
accountant in his own office in 


New York City. 











308 


BENJAMIN Harrow, C.P.A. 


vitally affect the entire business com- 
munity. 

The plaintiff was engaged in the City 
of New York in the business of per- 
forming services in supervising, direct- 
ing, and managing the construction and 
alteration of buildings for the owners. 
As such it was subject to an annual ex- 
cise tax of 1/10 of 1% on all receipts 
received in the City of New York from 
such activity. As part of its services 
the plaintiff disbursed for the owners 
considerable sums of money to persons 
who performed labor or furnished ma- 
terials in connection with the construc- 
tion and alteration work. The plaintiffs 
received a fee for their services. 

The comptroller had determined a 
deficiency in tax for the years 1935 to 
1938, inclusive, based upon the inclu- 
sion in the gross receipts tax base of 
the moneys which the principals had en- 
trusted to the plaintiffs to be disbursed 
to third persons. The comptroller also 
notified the plaintiffs that if they did 
not agree with the determination they 
could apply in writing within 30 days 
for a hearing. This was done and there 
was a hearing on January 19, 1943. At 
the conclusion of the hearing the officer 
presiding stated that the hearing was 
closed with the right of either side to 
reopen. Nothing further happened and 
no formal decision was rendered, but 
in June, 1947, the comptroller notified 
the plaintiff that he would make a final 
determination unless the plaintiff de- 
sired to continue the hearing. It was 
at this point that the plaintiff brought 
his action for a declaratory judgment. 

On the specific issues raised by the 
motion to dismiss the Court held that 
the action was timely in that an action 
may be, instituted within thirty days 
from the Comptroller’s notice of a de- 
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termination after a hearing. In this 
case no such notice had been given and 
so the period of limitation had not as 
yet begun to run. On the question af 
jurisdiction the Court held that the 
issue of whether moneys intrusted to 
the plaintiffs for disbursement are tax- 
able receipts under the statute or not is 
a proper one to form the basis for a 
declaratory judgment. The motion of 
the City and comptroller was therefore 
denied. 


Gross Receipts Tax—What Consti- 
tutes Receipts 


The basis of the General Business 
and Financial Tax (Gross Receipts 
Tax) is gross receipts without any de- 
duction for cost of property sold, cost 
of materials used, labor or any other 
expense whatsoever. In spite of this 
sweeping statement the law specifically 
excludes certain receipts from the 
definition of receipts. The regulations 
(Art. 202) enumerate no less than 
eighteen excludible items. A number 
of them are relevant to the issue in the 
above case and the Court will un- 
doubtedly consider them when the case 
is argued on the merits. Item 4 is reim- 
bursement of loaned money. Item 5 is 
borrowed money received by the bor- 
rower. Item 15 is money received as 
agent for another person. 

Apart from this particular case some 
of the other exclusions from the tax are 
of interest. Receipts from the sale or 
rental of realty are not taxed. Neither 
are wages and salaries of individuals. 
Gifts, bequests and devises are exempt. 
So are amounts received representing 
judgments for personal damages and 
damages to business property, the latter 
however only to the extent of the cost 
of property. Reimbursement of travel- 
ing expenses is not a taxable receipt, 
nor are discounts on purchases. Trade 
discounts deducted on the face of the 
bill are deductible from gross receipts. 
The regulations state that cash dis- 
counts allowed to customers for prompt 
payment may not be deducted from 
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gross receipts unless these are uncon- 
ditionally deducted by customers upon 
settlement of their bills and allowed as 
a matter of established custom in the 
trade without regard to the due date. 
In the latter case the so called cash dis- 
count is really a trade discount. 


Gross Receipts Tax—Who Is 

Subject to the Tax 

Every trade, business, profession, 
vocation or commercial activity carried 
on for profit within the City of New 
York is subject to the tax. That in- 
cludes a corporation, a partnership, or 
an individual, and the law also covers 
a receiver, an estate, or a trustee. Tax- 
payers are further classified into two 
categories. Those engaged in general 
business pay a tax measured by gross 
receipts at the rate of 1/10 of 1%. 
Those engaged in financial business pay 
a tax measured by gross income at the 
rate of 1/5 of 1%. In the latter case 
cost of goods sold would be deductible. 

If gross business receipts do not ex- 
ceed $10,000 no tax is imposed. This 
does not mean that every taxpayer is 
entitled to an exemption of $10,000. If 
gross receipts exceed $10,000 the tax- 
payer is subject to tax even though 
exclusions and deductions reduce tax- 
able receipts below $10,000. Further- 
more the $10,000 limitation does not 
apply to persons engaged in financial 
business. 


Gross Receipts Tax—Receipts from 
Sales in Interstate Commerce 


Such receipts are included in the 
measure of the tax upon an allocated 
basis. Transactions involving the sale 
of commodities between parties in two 
states are deemed to be in interstate 
commerce. This seems to be a realistic 
definition. The state where title passes 
or the f.0.b. shipping point is considered 
of no importance in this connection. 
However a sale by a New York City 
vendor to customers located outside the 
state is not interstate commerce if the 
property is delivered directly to the 
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purchaser or his agent within New 


York State. This would include de- 
y to a purchaser’s warehouse or 
receiving station in New York City. 


Delivery to a common carrier of mer- 
chandise intended for a purchaser lo- 
cated at a point outside the State is a 
sale made in interstate commerce. 

A shipment by a New York City 
vendor from a factory or warehouse 
outside the State of New York directly 
to the purchaser at a point within the 
City of New York is construed as an 
interstate commerce transaction. This 
too is a most equitable rule. If the 
vendor purchases the merchandise from 
an out-of-state source of supply and has 
the third party deliver directly to the 
purchaser in New York City the ship- 
ment is not one in interstate commerce. 


Gross Receipts Tax—Allocation 
and Apportionment 

The law recognizes that even though 
a transaction involves interstate com- 
merce it may include activity which is 
properly attributable to business done 
within the City of New York and 
which, to that extent, should be in- 
cluded in the measurement of the tax. 
To that end a regular allocation formula 
is provided for apportioning receipts 
from sales in interstate commerce. To 
those of us who are accustomed to deal 
with allocation formulas in connection 
with the franchise tax and the income 
tax, the gross receipts tax allocation is 
of considerable interest. Like the fran- 
chise tax there are three factors: prop- 
erty, wages, and receipts. The property 
factor is the ratio of the average value 
of real and tangible personal property 
emploved in business within New York 
City to the total average value of real 
and tangible personal property where- 
ever employed. Real estate is valued 
without deduction for mortgages or 
liens. 

The wages and salaries factor is the 
ratio of total wages and salaries paid to 
officers and employees who work in or 
from places of business located within 
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the City of New York to wages and 
salaries paid to all such officers and em- 
ployees within the United States. 

The receipts factor is the ratio of 
wholly taxable receipts plus one-third 
of allocable receipts to the sum of the 
wholly taxable receipts plus entire al- 
locable receipts. 

An average of the three percentages 
is then computed and this is to be used 
in allocating receipts from sales in inter- 
state commerce. The regulations pro- 
vide a ceiling and a floor for the final 
allocation percentage. Not more than 
6624% of allocable receipts may be in- 
cluded in the tax base and not less than 
33144% must be included. 

The comptroller is given the power to 
use a different method of allocation if 
any of the prescribed formulae work 
inequitably, and the regulations do pre- 
scribe an alternative allocation formula 
applicable to New York City manufac- 
turers. Such a taxpayer may allocate 
receipts on the basis of cost of manu- 
facturing and selling the goods shipped 
in interestate commerce. An amount 
equal to 50% of the manufacturing and 
selling costs is deemed to be receipts 
allocated to New York City under this 
formula, but this amount shall not ex- 
ceed 6624% of the interstate sales. 


Unincorporated Business Tax— 
Personal Service Deductions 


In computing net income under this 
tax a deduction is allowed for salaries 
or personal service compensation of the 
proprietors. The law provides that this 
deduction may be taken for an indi- 
vidual or each member of a partnership, 
if such person is actively engaged in 
the conduct of the business. The aggre- 
gate of such deductions may not exceed 
gross income less deductions permitted 
in arriving at the net income subject to 
the Unincorporated Business Tax. 
These are the ordinary and necessary 
business expenses, salaries of employees 
and rent. Interest, taxes, depreciation, 
losses, and bad debts are not deductible 
for this purpose. Furthermore the maxi- 
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mum deduction for an individual or 
each member of a partnership may not 


exceed $5,000. 


The question recently has arisen as 
to whether this personal service deduc- 
tion will be allowed to a member of a 
partnership for those years during 
which he happened to be serving in the 
armed forces. Normally he would be 
actively engaged in the conduct of the 
business. If the latter criterion is to be 
strictly interpreted the Tax Commission 
would be .within its rights in disallow- 
ing the deduction for such partner. 
However, the inactivity of the partner 
under the circumstances could be quite 
involuntary and, if voluntary, is so com- 
mendable that the Tax Law itself has 
recognized such service by giving spe- 
cial consideration to such taxpayers. 
This is one of those provisions that 
should be liberally construed. The vet- 
eran should not be penalized for doing 
a patriotic act. In the opinion of this 
editor the Tax Commission will prob- 
ably allow this deduction for war years 
to those taxpayers who were actively 
engaged in the conduct of a business 
until they entered the armed forces. 


Exempt Income—Stock Dividends 


Stock dividends are not subject to 
tax. The regulations (Art. 64) define 
stock dividends to mean new stock is- 
sued for surplus or profits capitalized. 
New stock would not embrace stock 
once issued and then reacquired by the 
corporation, that is treasury stock. Pay- 
ment of a dividend in treasury stock 
results in taxable income. There is also 
a provision in the law and regulations 
that if before or after the dividend dis- 
tribution the corporation cancels or re- 
deems its stock in such manner as to 
make the distribution and cancellation 
essentially equivalent to the distribution 
of a taxable dividend, the amount dis- 
tributed in redemption of the stock is 
treated as a taxable dividend. If the 
stock received as a dividend is allocated 
to a beneficiary, the latter receives it 
tax free. 
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Exempt Income—Insurance 
Proceeds 


These are excluded from gross in- 
come if paid by reason of the death of 
the insured. The state law is now in 
conformity with the federal rule that 
this exclusion applies whether the pro- 
ceeds are received in a single sum or 
in installments and regardless of 
whether the option to receive install- 
ments has been exercised by the bene- 
ficiary. If the proceeds of insurance 
are held by the insurance company and 
the beneficiary receives interest on such 
proceeds, the interest is taxable income. 

There is an exception to the above 
exclusion if the installment proceeds are 
payable to a divorced spouse under a 
divorce decree. In such a case the in- 
stallment payments are taxable in full 
to the divorced spouse. 


Exempt Income—Gifts, 
Bequests, etc. 


Gifts and bequests are of course 
exempt from tax. Unlike the present 
federal rule, periodic payments under a 
testamentary trust payable out of in- 
come or corpus if income is insufficient 
are treated as non-taxable bequests to 
the beneficiary. The income would 
therefore be taxable to the trust. 

Payments under the Social Security 
Act or the Railroad Retirement Act 
are not included in gross income, nor 
are war bonuses paid to veterans. 


Exempt Income—Interest 


Exempt from the state income tax is. 
interest on United States obligations, all 
of them, including federal farm loan 
bonds, bonds of the War Finance Cor- 
poration, the Reconstruction Finance 
Corporation and the Home Owners’ 
Loan Corporation. Also exempt is in- 
terest on New York State obligations, 
which of course include political sub- 
divisions of the state. In 1946, the 
legislature added to this exemption obli- 
gations of any authority or instrumen- 
tality created by agreement to which 
New York State is a part. 
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The regulations include as exempt 
from tax interest on bonds, mortgages 
and income debentures, certificates of 
public and private “limited dividend 
housing companies” organized under 
the State Housing Law. The regula- 
tions indicate that if the state or a politi- 
cal subdivision purchases property sub- 
ject to a mortgage, the debt does not 
become such an obligation of the state 
as to make the interest exempt from 
tax. Also taxable is interest on con- 
demnation awards received from the 
federal or state governments. While 
there is no specific regulation with re- 
spect to interest on a refund of federal 
income tax there is no doubt that it 
would be treated as taxable income. 
the federal law the Supreme 
that where a creditor bid in 
against which he had a mort- 
and included accrued interest 
he realized taxable income 
when he received the property in satis- 
e debt and accrued interest. 
To prevent the state from adopting a 

ir rule, the legislature, in 1941, 
idded section 359 2(f) to the law spe- 


cifically exempting such accrued inter- 


pri yperty 
rage li 
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Made by Lessee 

\fter years of controversy and litiga- 
ion Congress finally overt ‘uled the Su- 
preme Court by amending the Internal 
and providing that a 
essor who receives real property, upon 
the termination of a lease, the value of 
which includes buildings or other im- 
provements erected on the property, 
does not receive taxable income. He 
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has merely received Aig rty which 
may be worth more than he originally 
paid for it, but upon which he has not 


realized any taxable income through a 
completed transaction. In 1943, the 
New York State legislature adopted 
similar rule by adding paragraph (h) 
to section 359 (2). The law was made 
applicable to taxable years commencing 
on or after January 1, 1942. 
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The regulations (Art. 811) state that 
if any of the improvements represent a 
liquidation in kind of lease rentals, to 
that extent there is taxable income. If 
upon the termination of such a lease the 
lessor held any money in escrow as se- 
curity for the payment of rent and this 
was forfeited, it wotld not be included 
in the exemption, but on the contrary 
would represent taxable rental income. 


Exempt Income—Salaries of 

Officers or Employees of 

Foreign Governments 

These are exempt from state tax on 
a reciprocity basis if the employee is 
not a citizen of the United States and 
if officers of the United States Govern- 
ment performing similar services in the 
foreign country are granted an equiva- 
lent exemption. The foreign officer or 
employee is taxable on income from any 
other source. And the legislature, in 
1947, exempted compensation of em- 
ployees of international organizations 
if foreign governments granted equiva- 
lent exemption. 


Exempt Income—-Bad Debt 
Recoveries 
‘he legislature, in 1943, adopted the 
tax benefit principle with respect to a 
deduction for a bad debt followed by a 
subsequent recovery. The recovery is 
excluded from the gross income only to 
the extent that the allowance of the de- 
duction in the prior ig ae not result 
ina Pagans of tax. deduction 


ror the bad debt must i been taken 
not 1 more than three years prior to the 


year in which the recovery was made. 

Under the reserve method the recov- 
ery must be credited to the reserve ac- 
count. This decreases the deduction for 
additions to the reserve. 


New York and Federal Income 
Tax Laws—Some Differences 
The reader is referred to the April, 
1947, issue of the New York Certified 
Public Accountant for an excellent 
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presentation by Harold E. Bischoff of a 
comparison of the principal features of 
the federal and New York State per- 
sonal income taxes. The same issue 
also contains some material on the dif- 
ferences in both laws, in the New York 
State Tax Clinic, pp. 257 to 259. 


Franchise Tax on Banks— 
Reserves for Bad Debts 

Under Article 9B a bank may take 

deduction, in arriving at net income, 
for debts ascertained to be worthless 
and charged off during the year. At 
the discretion of the Tax Commission 
| taxpayer may use the reserve method 
of providing for bad debts by adding 
a reasonable amount to such a reserve 
and taking a deduction for this ad- 
ition. The Bureau of Internal Re- 
venue on December 8, 1947, adopted a 
new principle of allowing substantial 
hank reserves to be accumulated to pro- 
vide for bad debts (Mimeograph No. 
6209). The purpose of the reserve is 
to accumulate a cushion to absorb bad 
lebt losses in deficit years. The salient 
feature of this reserve is a moving 
iwerage ratio of bad debt losses to out- 
standing loans for twenty years. If 1947 
is the first year that the bank decides 
t» adopt this reserve method, the first 
step is to determine the average ratio 
to outstanding loans for a 
twenty year period including 1947, In 
letermining this average wholly insured 
and guaranteed government loans are 
eliminated, but partially guaranteed 
loans may be included. Bad debt losses 


losses 


mean net losses after taking into ac- 
‘ount recoveries for each year. The 
ratio so determined is applied to total 
loans at the end of the year. This be- 
‘comes the reserve for the first year 
and is the amount that may be charged 
against income except that in the first 
vear actual bad debts charged off may 
also be deducted from income. 

For 1948 an average 20 vear ratio is 
again determined. In this ratio 1948 
vear is included and the first vear used 
in establishing the average ratio for 
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1947 is excluded. The new average 
then becomes the ratio to be applied 
to total loans at the end of 1948 to 
determine the addition to the reserve 
for 1948. This is the heart of the prin- 
ciple of the moving average. A ceiling 
is placed on the accumulation of addi- 
tions to the reserve. The reserve may 
not exceed three times the moving 
average of the taxable year applied 
to outstanding loans at the end of the 
year. 

If in any year the ceiling diminishes 
due to a lower moving average or lower 
total outstanding loans at the end of 
the particular year, no addition to the 
reserve may be made. The reserve it- 
self need not be reduced. If in any 
year charge-offs of actual bad debts 
exceed the reserve the deductible ad- 
dition to the reserve to bring it up to 
the prescribed minimum is the amount 
of the deficit in the reserve plus the 
amount of the moving average applied 
to total loans at the end of the year. 

The Tax Commission has not as yet 
expressed any opinion as to whether 
a bank may use this new reserve 
method of providing for bad debts for 
franchise tax purposes. The idea of a 
moving average appears to be sound 
and the provision for establishing a ceil- 
ing to the reserve is likewise one that 
should be beneficial to banks. The Tax 
Commission will probably approve this 
innovation in providing for bad debts. 
As a matter of fact if the principle of a 
moving average is good for banks, it 
should be extended to other taxpayers 
as well. 


Personal Income Tax—Residence 
One of our members poses an in- 
teresting problem. A New York resi- 
dent in December, 1946, is sent to 
Detroit by his employer and placed in 
charge of a business located there. The 
employee remains in Detroit all of 1947. 
He establishes a home in Detroit, and 
in 1947 voted from his Detroit resi- 
dence. He did not however give up 
his home in New York and in fact 
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his wife remained here. He visited 
New York on two occasions, his total 
stay here being less than 30 days. Is 
the employee subject to tax in New 
York for 19477 

Except for the fact that the tax- 
payer’s wife remained in New York 
this case is somewhat similar to the one 
decided by the New York Supreme 
Court, Third Department, on January 
7, 1948. In this case the taxpayer was 
domiciled in New York but left the 
state and resided in California for two 
years. There he maintained a place of 
abode. He did not maintain a place 
of abode in New York nor spend thirty 
days in New York during either of those 
vears. The Court held that he was not 
subject to personal income tax (Matter 
of Ryan et al. v. Chapman et al.) 

The statute taxes residents and, as 
a rule, this includes a person domiciled 
in the state. To this provision there 
is an exception, namely, a person who 
maintains no permanent place of abode 
in the state, does maintain a perma- 
nent place of abode without the state, 
and does not spend thirty days of the 
vear within the state. The term resi- 
includes a person not 
domiciled in New York but who main- 
tains a permanent place of abode within 
the estate and spends more than seven 
months of the year within the state. 


dent also 


Our member’s problem is a close 
one. We shall assume that the tax- 
payer properly established a new domi- 
cile in Detroit. Having done so his 
wife’s domicile would normally follow 
his. But a wife, under modern con- 
cepts of domicile, may have a domicile 
separate from her husband. That 
would seem to be the case here. If we 
assume then that the taxpayer had no 


place of abode in New York in 1947, 
and is domiciled in Michigan, he is 
a non-resident of New York and so is 
not subject to tax in New York except 
on income earned in New York . 


Constitutionality of the Pennsyl- 
vania Franchise Tax Law 


A Pennsylvania court recently held 
uncostitutional a provision of the Penn- 
sylvania Franchise Tax law. The basis 
of the franchise tax, as in our state, 
is net income reported for federal tax 
purposes, as adjusted. Interest on fed- 
eral government securities issued since 
March 1, 1941, is included in the base 
as it is in New York. However, under 
the Pennsylvania law all interest on 
state and municipal securities is ex- 
cluded, differing in this respect from 
our law. 

The court held this to be unconstitu- 
tional discrimination against United 
States securities. A state may not tax 
federal instrumentalities. Under our 
franchise tax law income from such 
instrumentalities is merely included in 
the measure of the tax, the tax itself be- 
ing on a right to do business in cor- 
porate form. Where, however, interest 
on state obligations is excluded, there is 
an obvious attempt to tax indirectly 
U. S. obligations that may not be taxed 
directly. The situation may be cleared 
either by including state obligations in 
the basis of the tax or excluding in- 
terest on U. S. obligations. In our opi- 
nion the case was correctly decided. 
(Commonwealth of Pennsylvania v. 
The Curtis Publishing Co., Court of 
Common Pleas of Dauphin County, 
No. 113.) ‘ 
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Conducted by W1LL1AM W. WERNTZ 


Insider Profits-Section 

Section 16 of the 1934 Act provides, 
in principle, for the recovery by a listed 
corporation of any profits made through 
the purchase and sale of its equity 
securities by officers, directors or prin- 
cipal stockholders. Profits are reco- 
verable if the purchase and sale, or 
sale and purchase, occurred within a 
period of six months or less. The Com- 
mission is, howeyer, given power to 
exempt transactions. In Release 4045, 
issued February 6, 1948, the Commis- 
sion gave notice of a proposal t6 adopt 
an exemptive rule limiting recoverable 
profits where the “purchase” is made 
by the exercise of an option, warrant 
or similar right. Under the proposed 
rule, recoverable profit in the case of 
purchases through exercise of options 
held more than six months would be 
limited to the difference between the 
sales price of the security and the 
higher of (a) the “cost” of the stock, 
1.e., cost of the option plus cost of the 
stock at the option price and (b) the 
lowest market price of the security in 
the six months’ period prior to the 
sale. The rule thus would eliminate 
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from recovery some increases in secu- 
rity prices that might occur where op- 
tions had been held for long periods. 

The application of the rule to cases 
in which the option was granted as part 
of a compensation plan is not wholly 
clear. If the corporation had, or upon 
exercise did, consider the difference 
between option price and market as 
compensation and made a_ charge 
against earnings in that amount, it 
seems questionable whether, to that ex- 
tent, the apparent profit—on a cash 
basis—is within the intent of Section 
16. In such cases, treatment of the op- 
tion price plus the amount charged as 
compensation (or reported for tax pur- 
poses as income on exercise) as “cost” 
would seem to solve the problem. But 
in view of the troubled history of both 
the tax and financial approach to the 
problem of accounting for compensation 
options, it would seem. undesirable to 
rely upon the bare word “cost” in the 
proposed rule as a sufficient basis on 
which to reach varying results depen- 
dent on whether the company or the 
recipient had recognized an element of 
compensation. The issue would appear 
to be of some importance since it is 
likely that a very large percentage 
of the options held by officers, directors 
and principal stockholders originated 
in bonus and compensation plans. 


Reliance on the System of 

Internal Control 

An unusual paragraph taken from 
the accountants’ report in a recent re- 
gistration statement reads: 


“There were defects in the system of 
internal control and accounting procedures 
in that, except in minor instances, there was 
no adequately maintained system of inven- 
tory and plant control. There was no ar- 
rangement for internal audit or for ade- 
quate review of daily transactions. These 
defects have now been remedied by the ap- 
pointment in June, 1947, of an internal 
auditor properly instructed and with ade- 
quate authority, the setting up of proper 
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inventory records and the bringing up to 
date of the plant records and checking them 

physi plant—the last two under- 
t vet completed.” 





It will be recalled that in the middle 
1930's the first paragraph of the ac- 
countant’s report customarily read as 
follows: 

“We have made an examination of ... 

In connection therewith, we examined or 

tested accounting records of the Company 

and other supporting evidence and obtained 

I ion and explanations from officers 

and iployees of the Company; we also 

made a general review of the accounting 

methods and of the operating and income 

accounts for the year, but we did not make 
a detailed audit of the transactions.” 





It was not until 1939 that specific 
reference to the “system of internal 
control” became customary as a result 
of the Institute’s Audit Procedure Com- 
mittee in Bulletin No. 1 recommend- 
ing this language for use in the short 
form of report: 


“We have examined . have reviewed 
the system of internai co ntrol and the ac- 
counting procedures of the Company, 


and 


is doubtless improper to refer to 
a system of internal control, where sys- 
tem and control there is none, and there 
have been more than a few reports in 
which that phrase has, in fact, been left 
out. The instant paragraph, however, 
raises the question of whether not 
merely the utter absence of any system 
but also the existence of glaring inade- 
quacies in the accounting system calls 
for special treatment in the accountant’s 
report. 

Where major weaknesses exist, the 
auditor must, of course, modify and 
usually extend his procedures accord- 
ingly. If this be done, it seems reason- 
able under present thinking to take 
the position that no mention of the 
weaknesses or of the changes in proced- 
ure is required, save only the exclusion 
in the report of any reference to the sys- 
tem of internal control, where the weak- 
nesses are so pervasive as to make the 
usual reference misleading. 

On the other hand, the extensive 
reliance customarily placed on a sound 


3 16 


system of internal control by most audi- 
tors of large companies has invited a 
question as to whether the accountant’s 
report ought not to include a specific 
expression of his opinion or conclusion 
as to the existing system of interna 
contro]. An extreme case of this sort 
resulted in the following language be- 
ing included in S.E.C.’s Accounting 
Series Release No. 13, issued in 1940: 
... When a registrant during the peri xl 
under review has not maintained rec: rds 
adequate for the purpose of preparing com- 
prehensive and dependable financial state- 
Ais that fact should be disclosed. Ii, 
because of the absence or gross inadequacy 
of accounting records maintained by a re- 
gistrant, it is necessary to have essential 
books of account prepared retroactively and 
for the accountant to enlarge the scope of 
the audit to the extent indicated in order 
to be able to express his opinion, these facts 
also should be disclosed, and I believe it 

is misleading, notwithstanding partial dis- 
closure by footnotes as in the instant case, 
to furnish a certificate which implies that 
the accountant was satisfied to express an 
opinion based on a test-check audit. More- 
over, it is misleading, in my opinion, to 
state or imply that accepted principles of 
accounting have been consistently followed 
by a registrant during the pe riod under re- 
view if in fact during such period books 
of account were not maintained by a regi- 
strant or were grossly inadequate, or if it 
has been necessary for the accountant to 
make pervasive and extraordinary adjust- 
ments of the character under consideration. 


l 


That statement dealt with the negative 
of the question. To put it positively, 
is the company which maintains its ac- 
counting house in excellent order en- 
titled to a different sort of accountant’s 
report than the company which, for one 
or another (and perhaps a very good) 
reason has not done so? 


More about Thomascolor 

Incorporated 

The object lesson of Thomascolor is 
its demonstration of the process of what 
has been called purposive accounting. 
Probably the major difference between 
the original and final statements is 
the tag used to describe the debit re- 
sulting from the issuance of certain 
stock. In the originally filed state- 
ments, the tag was “patents and patent 
application $2,014,941"—with a fairly 
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detailed explanation of the historical 
process by which the particular amount 
was determined. In the statements in 
the prospectus which finally became ef- 
fective, “Patents and patent applica- 
tions” are shown at $1.00 and under a 
separate caption the remainder is shown 
as “Other intangibles” subdivided to 
show separately “Excess of par or 
stated value of stock issued over net 
tangible assets acquired on May 20, 
1947 $1,593,547” and “Expenses in- 
curred by Richard Thomas Enterprises, 
Inc.” aggregating $421,393. 

In a narrow sense, it is difficult to find 
any accounting principle at issue. The 
stock was undoubtedly issued. For bet- 
ter or worse, certain “items” were ac- 
quired on which the directors set a 
value derived principally from the par 
of stock issued therefor. Both the com- 
pany and the Commission agreed on the 
need for disclosure of certain informa- 
tion as to predecessor organizations 
which tended to shed light on the vali- 
dity and nature of what was “acquired” 
for the registrant’s stock. The revised 
statements do go into more detail as to 
the nature of the predecessor “‘costs” 
and “expenditures” than did the ori- 
gina] filing. Nevertheless, boiled down, 
the Commission appears to have felt 


that a balance sheet with patents 
at $1.00 and “Other intangibles” 


$2,000,000 was much less apt to invite 
misconstruction as to ‘“‘values” of the 
patents than would be the case where 
‘‘Patents”” were stated at $2,000,000 
with a footnote explanation containing 
the detail disclosed in the amended 
filing. That position seems to be more 
a matter of administrative conclusion, 
based on statutory considerations and 
couched in accounting language, than 
a clear-cut accounting proposition. 

In a broader sense, a fundamental 
accounting issue may be involved but 
is not directly discussed in the opin- 
ion. It appeared that the registrant 
was a direct outgrowth of a group of 
predecessors all of which, on the facts 
given, appear to have been under joint 
control of a small group. A discussion 
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of the extent to which the carrying 
amount of assets may or may not be 
legitimately increased in less than arm’s 
length transfers would have been of 
much more wide-spread significance 
than the narrow conclusion that resulted 
in a $1.00 amount for patents. 

To what extent is accounting per- 
mitted or required to be bound by a 
valid legal document? If a company 
by appropriate corporate action issues 
stock for patents, is accounting to burst 
through such action and to show the 
stock as having been issued not for pa- 
tents, but instead for organization ex- 
penses? The only difficulty with a nega- 
tive answer is the absurdity to which it 
often leads, a financial statement com- 
pletely out of kilter with the known 
economic reality—that A spent $5,000 
in developing an as yet unproven 
mineral deposit (just to get away from 
the case under discussion) and that in 
the “cost” sense, no realistic cost above 
that $5,000 is incurred when A organ- 
izes a corporation and issues to him- 
self $5,000,000 par value of stock for 
his efforts. In practice, the difficulty 
is that the cases are not usually so clear 
cut as to fall cleanly and entirely into 
one category or the other. It is also im- 
portant to note that even if accounting 
can not, within the four corners of its 
philosophy, look through such transac- 
tions, the Securities Acts appear to give 
the Commission adequate authority to 
require such a result as a matter of 
presentation under the statute. 

One wonders whether the answer 
may not lie ultimately in the complete 
omission of financial statements in pro- 
motional companies except for the pre- 
sentation of schedules of current assets 
and liabilities, of fixed obligations and 
of actual expenditures on account of 
development. In such case, neither the 
fixed assets nor the stock would need 
to have a monetary amount attached 
to it, and so for purposes of an initial 
prospectus, and until operations proved 
or disproved the claims made, the point 
at issue in Thomascolor would be 
avoided. 
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By Lewis Gtuick, C.P.A. 


Memory Lane 

The writer is so tired of taxes, at 
the end of the season, that he refuses 
to talk about them unless compelled to. 
He will, for this issue, take a vacation 
as a “taxpert” and chat about some 
accountancy matters which he found in- 
teresting in the 29 years of his practice. 
If you recall having heard some of them 
before, forgive him. After all, the best 
musical programs on the air are those 
which have old music. 


* * * 


Some 25 years ago we got a sum- 
mons for jury duty. We were, at the 
time, engaged on the most interesting 
bankruptcy case we have ever worked. 
We went to court armed with a letter 
from our employer, requesting that our 
service be postponed until after the case 
was completed, and stressing that it 
was under the jurisdiction of the Fed- 
eral District Court. We found ourselves 
before a Judge who had a reputation 
of being tough, and we found the repu- 
tation was deserved. At first he re- 
fused to listen to us, pounding his 
bench, and in gruff tones stating, “In 
this court a Certified Public Accountant 
is no better than a bricklayer”. We 
pleaded meekly, and eventually he re- 
lented and gave us a 30 day stay. And 
bygosh, at the end of 30 days we 
served! 
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Our appearances in court have been 
so few that we can recall them all 
vividly. There was one in which we 
were called as an expert witness. The 
night before the trial, the attorney who 
had subpoenaed us went over the case, 
asking us the questions he intended 
to ask in court. Then, the next morn- 
ing in court, he could not find his ques- 
tion sheet, and stumbled and hesitated 
in asking questions to the point where 
we made a mighty poor witness. We 
really felt sorry for him. In the end the 
jury brought in a verdict for his client 
for just half of what was being sued 
for. 

: = = 


Right now, in California, there is an 
undercurrent of discussion of the two 
class legislation which was enacted in 
1945. We believe that it was the in- 
tention of the lawmakers to admit all 
persons who had any claim to being 
public accountants on the focal date, 
and then restrict further admissions 
to those who passed the C.P.A. exam- 
inations. Our recollections of what 
happened in Florida seem pertinent. 
That state enacted a two class law in 
1926, based, if we remember aright, on 
Michigan's statute, of which the late and 
beloved Durand Springer was the god- 
father. Originally between eight and 
nine hundred public accountants were 
registered. What happened? Almost 
immediately nearly all the best men pre- 
pared for, took and passed the C.P.A. 
examinations. At the other end of the 
scale, many could not make a living 
at the profession, and were dropped for 
non-payment of annual license fees. 
Death took a small toll. According to the 
latest available statistics only about 
15% of the original group are still prac- 
ticing as public accountants. 
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Obviously California, with twelve 
thousand registered public accountants, 
has a bigger problem, but the same pro- 
portional results can be predicted if the 
law is not tampered with, to the great 
benefit, not so much of the accountants 
but of the public which they serve. It 
seems to me most unfortunate that 
New York lags in disposing of the prob- 
lem which the uncertified, unlicensed 
public accountant poses. 


* * * 


Recently we got into a matter of in- 
ventory valuation. It was quite simple, 
but it jogged a cog in our memory, and 
the story presented below came to mind. 
You must note that in those days there 
was no S.E.C., and prohibition had just 
started. 

A certain magazine had a long stand- 
ing habit of valuing its inventory at 
cost, and a good system of determining 
that cost. It had regularly a conside- 
rable over-run (there was no paper 
shortage in those days), and over a long 
period the inventory of those back num- 
bers mounted steadily. The good 
C.P.A., who made annual audits, pro- 
tested that it should be marked down, 
since sales of back numbers were few. 
The publisher insisted on carrying them 
as always. The accountant was obliged 
to defer to his client’s wishes, since the 
balance sheet he certified plainly showed 
“Cost”. 

In 1919, the client’s fiscal officer 
triumphantly showed the auditor a large 
item of back number sales, all at list 
price. He crowed as he showed how 


these back numbers had real value, and 
regarded the policy of “Cost” as vindi- 
cated. 

The C.P.A. concealed his sceptiscism, 
and dug into the back number sales. He 
found over 95% of them were of one 
single number, the stock of which had 
been exhausted. So he looked at the 
masterfile copy and found that that 
particular number contained an article 
on how to construct and operate a still! 


* * * 


Up to just before writing this we 
thought we had seen or been told just 
about everything that could happen in 
tax practice. As usual, we were wrong. 
A young man came to the office with a 
set of figures prepared by his book- 
keeper, and wanted his 1040 made. We 
asked the usual questions about de- 
pendents, etc. The answer was just 
himself and wife. Then we asked for 
the preceding year’s return, which he 
produced. A glance at it and we said, 
“Tt’s very sad that you lost your son.” 
The man did a “take”. “What son!” 
he exclaimed. We showed him an ex- 
emption for a son on the preceding 
year’s return. It is really quite fortu- 
nate that he could not find the person 
who had prepared it. Assault charges 
are not easily gotten out of. Taxwise he 
did all right. Went to the Collector’s 
office; told the whole story of how he 
had signed without reading, and was 
permitted to pay the tax with only in- 
terest added. We didn’t intend to talk 
taxes this month, but this curious item 
just demanded telling. 
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Technical Meeting 


on 


New York Franchise Taxes under Article 9 and 9-A. 


The experiment with a new type of 


technical meeting will be continued by 
your Committee on State Taxation on 
the evening of April 13, 1948, at the 
Engineering Auditorium. This meet- 
ing, devoted to the New York Corpo- 
rate Franchise Taxes, will be conducted 
under the plan outlined in the March 
issue of this publication. A panel of 
tax men will give their solution to the 
specific problems set forth below, un- 


COMMITTEE ON 


dertake a general discussion of the 
topics raised by the problems, and an- 
swer any questions submitted from the 
floor. 


If you have a solution or a partial 
solution, or tangential problems you 
would like to hear discussed, write to 
The State Tax Committee, c/o the edi- 
tor, indicating if you desire that your 
name be withheld. 


STATE TAXATION 


3y StpNney I. Roperts 
Chairman, Sub-committee on technical meetings 


I. By Joseph Gets, C.P.A. 

A. Compute the amount of the Franchise 
Tax on Real Estate Corporations under 
Article 9 for the calendar year 1948 on these 
facts: 


1. Real Estate, located entirely within the 


State 
Cost, less depreciation, Jan- 
NEVE TAO cc wtnka wesc $1,200,000 
Cost, less depreciatic n, De- 
cember 31, 1947........ 1,100,000 
Assessed value ........... 1,250,000 
2. Interest to .stockholders on debenture 
honds, the proceeds of which were used 
guire the real estate 


Accrued during the calendar 
year 1947 and deducted on 


the Federal return ........ $ 2,000 
Paid during the calendar year 
To SADISTIC Riss teeny og aes eo 1,500 
a ! lends paid during the cales 


10,000 


Bb. Suppose that the foregoing corporation 
were organized on February 1, 1947. When 
would it be required to file its first return 
on Form 42CT? 
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C. Suppose that the foregoing corporation 
has the following assets: 
Average Fair 


Market Value 


Stocks and securities.... $ 100,000 
PORT EStAtE - occccicavsia's xs-0i 1,250,000 
LEST: SAULT Pe ee sD 15,000 


The corporation has a surplus of $500,000. 


What would be the tax consideration under 
Article 9 if each of the following transac- 
tions were proposed in 1948: 

a. Purchase $50,000 U. S. Treasury Bonds, 

borrowing money for that purpose. 

b. Acquire the entire capital stock of a real 
estate corporation for $100,000, borrow- 
ing money for that purpose. 

c. Acquire the entire capital stock of a real 
estate corporation for $50,000, then lend 
it $100,000, borrowing money for both 
purposes. 


II. By Benjamin Harrow, C.P.A. 

A Delaware company owns all the stock 
of a New York Corporation. It presumably 
has no regular place of business in New 
York. It has only a statutory office in Dela- 
ware. It owns valuable patents. Prior to 
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1939 it had issued licenses to several corpora- 
tions in the United States and Canada permit- 
ing such corporations to use its patents on a 
royalty basis. It also permitted the New York 
corporation to use the patents —— there 
was no formal contract for such license and 
he company received no tse for such 
use. The only income received by the Dela- 
ware company from the New York company 
up to that date was dividends. 

In 1939 the Delaware company issued a 

mal license to the New York Company 
and thereafter received royalty income from 
the latter company. The Delaware company 
has a bank account in Delaware. It holds 
annual stockholders’ meetings in Delaware. 
The directors, who are also directors of the 
New York company, occasionally meet in 
New York. Royalty checks for the Delaware 
company are received at the New York office 
of the subsidiary and are then mailed to 
Delaware for deposit. Other than holding 
the stock of the New York company and 
the ownership of the patents, the company 
does no business. Is the Delaware company 
subject to tax in New York? 


III. By Robert I. Edelson, C.P.A. 

As to each item set forth below, indicate 
its effect on the computation of “entire net 
income” and the manner in which it is re- 
flected on Form 3CT: 

1. An excess of contributions paid over the 
5% maximum allowable as a deduction, ap- 
pearing at Schedule M, Item 2, Form 1120. 

2. A prior vear’s net operating loss, de- 
ducted on the Federal return. 

3. Taxes paid to the United Kingdom, 
appearing on the Federal returns: 

(a) as a deduction (Form 1120, Item 22). 

(b) as a credit (Form 1120, Item 37). 

4. Interest income from bonds of the Com- 
monwealth of Massachusetts, appearing at 
Schedule M, Item 19(a)(1), Form 1120 

5. New York Franchise Tax. 

6. Interest to stockholders in the case of: 

(a) an ordinary business corporation. 

(b) an investment company. 

7. Dividends received on a minority hold- 
ing of stock in: 

(a) an English corporation. 

(b) a New Jersey corporation. 

New York corporation. 

8. Dividends received from: 

(a) a wholly-owned New Jersey corpora- 

tion. 

(b) a wholly-owned Brazilian corporation. 
(c) a corporation of which the taxpayer 

owns 94% of the outstanding common 
stock, being the only stock outstanding. 
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(d) a corporation with an equal number of 
non-voting preferred and voting com- 
mon stock outstanding, of which the 
taxpayer owns 55% of the common and 
45% ot the preterred. 

9. Interest received from a wholly-owned 

subsidiary corporation: 

(a) operating entirely without the United 
States, and the indebtedness is on open 
account. 

(b) operating entirely without the State of 
New York, and the indebtedness is 
evidenced by a bond. 
subject to the New York Franchise 
Tax under Article 9-A, but the sub- 
sidiary waives its deduction on its 
Form 3CT. 

(d) which deducts the interest on its Form 
3CT and the indebtedness is on open 
account. 


(c 


10. Gain on sale of the stock of a wholly- 
owned subsidiz iry corporation, reflected at 
Schedule C, Form 1120. 

11. As to each class of stock and indebted- 
ness referred to in 8 and 9 above, indicate its 
classification as “business capital”, “invest- 
ment capital” and “subsidiary capital’ and 
how it would be reflected on Form 3CT. 


IV. By William D. Hanna, C.P.A. 


In the following situation, what is the in- 
vestment allocation percentage which would 
be applied against (a) investment income 
and (b) investment capital : 

The taxpayer’s business allocation percent- 
age is 100%. Its “investments” consist of the 
following : 

Average fair 
market value 


United States Treasury bonds. $ 1,000 
Indebtedness of a Delaware sub- 
sidiary corporation not doing 
business in New York— 
ON Open ACCOUNT, ..0 0:66 <0 3,000 
evidenced by bonds....... 15,000 


Bonds of the State of New York 1,000 
Bonds of the Commonwealth of 


Massachusetts). occiccccsawns 6,000 
Bonds ot the XYZ Corporation, 
an unrelated entity.......... 4,500 


The percentage of the entire capital or the 
issued capital stock of the XYZ Corporation, 
allocable to New York as dnvndaa’ on its 
New York tax report was— 


for the current year.......... 1.3% 
for the preceding year....... 1.0% 
Bonds of the ABC Company, a 
PAFtHerslipe os0cccs creneas $ 2.500 
LO) rene err creer $20,000 


V. By Stanley B. Tunick, C.P.A. 
What would be the business allocation per- 
centage in the following case: 
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The taxpayer is a manufacturer of clocks 
with offices in. Ne w York City and its factory 











Accountant 


are shipped to customers. In some instances 
] | 


the clocks are shipped on consignment. All 


in the State i Ne w York. It he as no office or salesmen are attached to the New York office 
factory » State. All finished clocks but travel outside the State to solicit orders, 
ure ne actory t 1 lic ware- The average fair market value of its property 
es the State, from which they — is as follows: 

Furniture and fixtures, in New York office and factory............. $ 2,000 

Finished goods in public warehouses outside - State.... $190,000 

in ish e dd oC ods j in h: inds of consi; gnees outside he State. oe 10,000 

Materials, in process and finished goods ie the State.. 62,000 

Property in transit from the factory to public warehouses.. 3,000 
Piel lisse t ri SN cain eee ore nya cl eteicake Biel mae ae $265,000 

Leasehold improvements, permanently affixed to the property at its 
office mod UROCY A HEO-VEAL ICARE a. sos vrs okie Mcisleteetn wins Rico 2,000 
SUAS ae be Pala ve (8) 18s hoc Oe ee Pr PR Oe rarer Parr 125,000 

Mortgage on factory, land and buildings on which mortgage the 
taxpayer 1s NOE PEFSONANY HADI. oo: <.- Sioicein ws ecw nese csinns ss 7,000 


Salaries of salesmen, of which it appears that 45% represents com- 


1 


VI. By J. B .C. Woods 
There are still many corporations which 
moved out of New York State, or established 


New Jersey places of business as a basis for 
allocation of income, before Article 9A was 
rewritten a few vears ago. Also there are 


corporations doing business in other states 
which would find it a convenience to have 


vensation for services rendered without the State................ 
RR TINY VERN ACIOS 6 ecs-a-x) sia 4/u nie a Soleslas 


50.000 
120,000 


executive offices in New York State but, 
because of the terms or the indefiniteness of 
old Article 9A, did not enter the State. 

If it is decided to study the question anew 
from the point of view of state taxes and 
business efficienc Vv an d convenience, what are 
he points to be considered in such 


some ot t 


Cases? 
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To the Editor of The New York 

Certified Public Accountant: 

I have just read the material under 
the heading “Mr. Caffrey’s Address” 
on page 151 of The New York Certified 
Public Accountant for February 1948. 

I note that the editor says that 
Chairman Caffrey’s remarks “‘indi- 
cated an understanding of the acount- 
ant’s task and problems that will be 
gratifying to all practicing accountants”. 

While this may be true, generally, 
there is one exception which I think 
is important. The point to which I refer 
is brought out in the language of the 
sentence beginning in the thirteenth 
line of the material quoted from Chair- 
man Caffrey’s address, which, with 
underscoring supplied, reads as follows: 


“T assume that the accountant has told 
me how much the business made or lost 
during the year and how much it can pay 
out without impairing the investment.” 


Presumably the word “investment” 
is intended to mean the same as is 
meant by “capital” or similar wording 
in state laws against impairment. These 
laws differ from state to state. Inter- 
pretation of the meaning of statutory 
capital and of what constitutes impair- 
ment of it under the laws are responsi- 
bilities of lawvers, or of courts, not of 
accountants. Valuations of assets, on a 
basis other than the accepted historical 
basis followed in accounting may also 
be necessary for estimating how much 
can be paid out without impairment of 
“investment” or “capital”; such valua- 
tl within the scope of the 


ns are not 


untant’s work. 

Vhile those who are responsible for 
determining whether impairment of 
investment™ or “capital” would or 


| not result from making proposed 
‘nts may use information pro- 


by accounting procedures in ar- 





riving at their opinion, they should and 
do consider other factors and informa- 
tion. Much as members of boards of 
directors or others might like to have 
such determination made for them by 
accounting processes, no accounting 
formula or procedure has been devel- 
oped or is likely to be developed which 
would be even approximately a substi- 
tute for legal interpretation and the 
exercise of judgment in determining the 
limits bevond which impairment would 
occur. 

I believe that there are few matters 
on which accountants would more gen- 
erally agree than this—that accountants’ 
statements do not show, and do not 
purport to show, generally, how much 
a company can pay out without impair- 
ment of capital. Accountants’ state- 
ments are basically historical; in 
contrast, as previously indicated, deter- 
mination of amounts which can be paid 
out without impairment requires pres- 
ent valuations (which accountants’ 
statements include only in exceptional 
cases) and may even require the esti- 
mating of future developments. Legal 
opinion as to the effect of the state law 
upon the facts would also be necessary. 

I am sure that the members of the 
American Institute of Acocuntants are 
grateful to Chairman Caffrey for com- 
ing to Miami and addressing them at 
their conference in November 1947. I 
think that most of what he said was 
helpful and constructive. At the same 
time, I think that publication of his 
statement by a prominent accounting 
magazine, without objection to the 
wording underlined in the third para- 
graph of this letter, may be taken to 
mean that the profession accepts re- 
sponsibility for stating how much a 
company can pay out without impair- 
ing capital or investment. We do have 
a responsibility to show, in the finan- 
223 
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cial statements customarily presented, accountant who states an amount as 
on the usual historical basis, how much “net income” and an amount, usually 
of the total of assets for which account- different, as “surplus” is not saying that 
ing is given came from investments in either or both of these are amounts 
capital stock (differentiating, frequent- which can be paid out without such im- 
j. between par or stated value of stock pairment, nor that they set the limits 
and other amounts invested which may beyond which payments would result i1 
be credited to “capital surplus”), how impairment. 
much caine from earnings, how much F 
from creditors and how much from Very truly yours, 
other sources; but it seems clear that 
we cannot, as acountants, take responsi- 
bility for saving how much can now be 
paid out without impairing capital or New York, N. Y. 
investment, Certainly it is true that the March 1, 1948. 


de 


AN ADIRONDACK VIEW 


DO YOU CURL? No, we are not talking about the pate-coverings of members-under- 
fifty. We refer to that grand and glorious game which descended to us from the stone age 
in Scotland—curling. 
The season is from Christmas to March, the time when we need a muscle recreation 
with which to find a physical outlet for pent-up emotional stress, commonly known as cussed- 
ness. Also, it is well to know about another activity in which things are called something 
different from what they are, like loans to stockholders being called dividends, and non-capital 
asset sale gains being called capital-gains, and trusts being called corporations, ad infinitum. 
Here's the game, for the benefit of 5,000 plus of our 5,000 odd members who know 
naught of it. 
1. A sheet of ice of 138 feet long and 14 feet wide. This is not the rink—the team is the 
“rink”! This must be very smooth, no bumps; this is no strip-tease affair, too cold 
for that. However, all losing rinks will complain about the ice, so there is no use in 
being too fussy. 

2. Fight curling stones are needed. These are round with a handle (not a pickle) on top. 
They look like Yankee tea kettles, and weigh only 40 pounds apiece. Retired curlers 
use them for papers weights. 


Cuarces H. Towns 


3. At each end of the ice four concentric circles are painted under the ice. Four players 
on each rink each heave two stones down the ice, the idea being just like shuffle board. 
The poorest player comes first and the best player comes last; he is the captain of the 
team, the big shot, but is not called by cither of these names, he is the “skip” 

4. Then you need a mess of brooms, one for each plaver. If this were called the broom 
game it would be logical. 

5. Now the.game. The skip stands at the end—the other end. He holds his broom where 
the stone is supposed to go. The player braces his back foot in the “hack”, swings the 
stone several times, lets it go with a twist, and prays. The other two players on that 
rink are down the ice, brooms in hand, alert for the skip’s call to “sweep”. 

The call comes; both sweep like they never sweep at home, in front of the stone as it 
slides, until it stops. The theory is that this sweepin & smoothes the ice, or heats it, or 

r, so the stone goes farther. The actuality is that the sweepers get a lot of 

about the work undone at the office or the stack of business 


is 95% sweeping. 





exercise and can't be worr 
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r various cups 1 is a “b spiel”. All other curlers 
to be both c rtably warm and sober at the 


6. A meet of several teams to 
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same time. 


» we know of, 1% up on golf, just the thing for YOU, my 





Lronarp HovuGcuton, C.P.A. 
President ct al., Adirondack “Chapter” 
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Accountants’ Writing 

By John Mantle Clapp. THe Ronatp 

Press Co., New York, 1948. Pages 

vii + 216; $2.50. 

Accountants’ Writing is a manual de- 
signed to help accountants improve 
their writing, particularly that directed 
to clients. Dr. Clapp undertakes to set 
up criteria for acceptable utilitarian 
writing by statistical analysis of sev- 
eral passages, some dealing with ac- 
counting matters, some not. For each 
example he lists total number of words, 
average clause length, average sentence 
length, proportion of 1-syllable, 2-sylla- 
ble, and longer words, ratio of substance 
words to auxiliary words, and ratio of 
Saxon to Latin words. He concludes 
from his analysis that the most effective 
informational writing is that in which 
sentences average 18-25 words, and in 
which words of more than two syllables 
and Latin words are reduced to a mini- 
mum of not more than about 20%. 

Having set up his criteria, Dr. Clapp 
goes on to show by precept and exam- 
ple how the accountant can improve 
his writing. He discusses word choice, 
with particular attention to the elimina- 
tion of jargon and of pomposity. He 
then shows how heaviness and dullness 
can be minimized by proper attention 
to clause and sentence structure and 
variation, and by paragraph planning. 
Every section is plentifully supplied 
with examples from writing actually 
done by accountants. Besides the exam- 
ples integrated into the text to illustrate 
the various points under discussion, 
Dr. Clapp gives over a considerable 
part of the book (pp. 102-199) to speci- 
mens of writing for clients and for asso- 
ciates, with appropriate commentary. 
Finally, he discusses in some detail the 
writing of a paper. 

This is a book that accountants, and 
those preparing to become accountants, 
should welcome and take to heart. Fur- 
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ther, it is a book that the English in- 
structor can have no serious quarrel 
with. Dr. Clapp insists upon the very 
points that the teacher of English com- 
position finds he must stress again and 
again: simplicity, directness, accuracy, 
care for the whole plan of the paper. 
And Dr. Clapp does what the English 
instructor often finds it difficult to ac- 
complish; he presents his material in a 
way calculated to appeal to peopie who 
like to think of themselves first as prac- 
tical men doing a practical job. The 
book deserves wide study. 


James E. CARVER 


Department of English 
The City College of New York 


Challenges to the Accounting Pro- 
fession—1947. 

(Papers presented at the Sixtieth 

Annual Meeting of The American 

Institute of Accountants; November 

3-6, 1947; Miami Beach, Florida.) 

76 pages: $1.00. 

The 1947 set of Papers contains, for 
the most part, the views of prominent 
non-accountants on such subjects of 
current interest to the profession as 
Labor-Management Relations, Account- 
ancy Legislation, Use of Accounting 
Data in Economies and Statistics, Ac- 
counting Services to Management, The 
Federal Tax Outlook, and Federal Bud- 
getary Problems. The volume belongs 
in every professional library. 


Developments in Cost Accounting. 


Report of the Cost Accounting Sub- 
Committee of the Institute of Char- 
tered Accountants in England and 
Wales. GEE AND CoMPANY, LIMITED, 
London, 1947. 52 pages, 8/6 net. 
This booklet represents the report of 
the Sub-Committee on Cost Accounting 
of the Taxation and Financial Rela- 
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tions Committee of the Institute of 
Chartered Accountants in England and 
Wales. The instructions to the com- 
mittee were, ““To consider from the ac- 
counting point of view the question of 
cost accounting generally, including the 
introduction of greater uniformity in 
costing methods, and to report.” 

Its report is completed in nine brief 
sections, covering, in order, an intro- 
duction, general considerations, the or- 
ganization of the accountancy function, 
elements of cost, overhead expense, dis- 
tinction between fixed and variable ex- 
pense, standard costing, uniform cost 
accounting, and conclusions. 

Although at times the material pre- 
sented may seem to be quite elementary, 
especially in the United States where so 
much progress has been made in the 
field of cost accounting through the 
efforts of the National Association of 
Cost Accountants and the public ac- 
counting associations, vet for a succinct, 
carefully thought out report reviewing 
cost accounting procedures and prac- 
tices, this book is recommended. To 
appreciate many of its concise state- 
ments fully, the reader must have had 
either a recently completed collegiate 
course in cost accounting or a number 
of vears of experience in the field. 

The conclusions include the follow- 
ing statements: (1) A sound costing 
system must place the same emphasis 
on cost control as on cost ascertainment. 
(2) Costs are used for many different 
purposes and the content of anv cost 
d by the use 
3) The cost 


+ 


should alwavs be determine 
to be made of that cost. (. 

and financial accounting records should 
be integrated and complementary, .. . 
(4+) The bases of allocation of overhead 
expense in all costing systems merit the 
careful consideration, as an ar- 
‘ allocation will provide manage- 


ment with misleading figures. ... (5) 





a 
e costing system should be so de- 
ened as to distinguish between the 
fixed, variable and semi-variable ex- 
pense of the business at every stage of 
cost analysis and absorption. (6) His- 
torical costing .. . fails to present vital 
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control information essential to man- 
agement. .. . In our opinion the most 
advanced method of cost control . . . is 
that of standard costing linked with 
flexible budgeting of costs incurred in 
the operation of each individual process. 
(7) The accountancy profession has an 
opportunity to lead the future develop- 
ment of the trend towards uniformity of 
cost accounting within industries.” 


Joun J. W. NEUNER 


The School of Business and Civic Ad- 
ministration 
The City College of New York 


Uniform Cost Accounting and the 
Principles of Cost Ascertainment. 


Published by Tue INsTITUTE oF Cost 

AND Works ACCOUNTANTS, London, 

1947. 48 pages; price 5/—. 

This little work is introduced with the 
following statement by Mr. H. D. Jack, 
President of the Institute: 


“The aim of the Council of the In- 
stitute of Cost and Works Ac- 
countants has always been to stim- 
ulate interest in the evolution of 
Cost Accounting generally, and 
this publication is intended to sup- 
port this tradition. Accordingly, 
the object herein is to relate the 
desires for Uniform Cost Account- 
ing to the practical problems likely 
to be encountered in seeking their 
fulfilment, and also to offer guid- 
ance by outlining a plan of ap- 
proach.” 


It reviews, in outline form, the cur- 
rent thinking in the two fields, at a 
level which will be easily understood by 
the various groups—professional, man- 
agerial and industrial—interested in the 
subject matter. The historical cost view- 
point is stressed, for the most part. 

The three main sections are devel- 
oped, as follows: 

Uniform Cost Accounting — Uniform 
Costs defined ; evidences of lack of uni- 
formity in business; the need for uni- 
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in- form costing; the development of uni-  certainable; requirements for cost as- 
rst form costing methods; uniform costing certainment. — ae 
ss methods applied; conditions desirable Zhe Application of the Principles of 
ith jor the development and application of Cost Ascertainment — The routine of 
in “e aoe : cost ascertainment; the ascertainment 
uniform costing methods. ry * 
SS , iaeiialas ahttias ial of “The Cost Control Total”; the cost 
an The Principles of Cost Ascertainment— accounting classification of expenses; 
\p- The purpose and aim of the contents; the departmentalisation of expenses; 
of cost ascertainment defined; the pur- the absorption of expenses by products 
poses of cost ascertainment; benefits of and services; the relationship between 
cost ascertainment; kinds of costs as- cost and financial accounts. 
d- 
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eM Trite words? Not when you know the tragic 
facts of which these words are sum and substance. 
n- Last year more than 188,000 Americans died of 
oa cancer — rich and poor, young and old — one every 
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4 tion is needed to carry on the fight — to wipe out 
he cancer — to guard yourself and your loved ones 
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THEORY OF ACCOUNTS 
Thursday, November 13, 1947—9 a. m. to 12:30 p .m., only 


Group I—Answer all questions in this group. 
1 For each of the following paragraphs write the /etter of the paragraph and the 
number ot the correct completing phrase: [10] 

t The M Company has under construction a large additional machine shop for its 
own use. Construction work in progress applicable thereto should appear on its 
balance sheet as 
(1) a current asset, apart of work-in-process inventory 
(2) an intangible asset 
(3) an investment 
(4) a fixed tangible asset 
(5) a part of surplus 


CN te Ge DD 


The M Company's cash includes a sum of $1,000,000 appropriated by resolution 
of the board of directors for the construction of a new plant. On its 
financial statements this amount should be included 

(1) On the balance sheet as a current asset 

(2) on the balance sheet as a noncurrent asset, specifically identified 

(3) on the balance sheet as a fixed asset, included as part of plant cost 

(4) on the income statement as a nonoperating expense 

5) on the balance sheet as an allocation of surplus 


c The trial balance of the P Company as of June 30, 1947, the end of its fiscal year, 
included opposite the title Estimated Federal Income Taxes Accrued the 
amount of $27,564.12, which included the company’s estimate of the Federal 
income tax it would have to pay for its 1947 fiscal year and the amount of 
an unpaid additional assessment for the 1945 fiscal year. This amount should 
appear on the balance sheet as 

(1) a general reserve 

(2) a reduction of current assets 
(3) a current liability 

(4) an allocation of earned surplus 
(5) an allocation of other surplus 


Q 


The S Company leased space in a building for a period of 10 years from January 
1, 1946. It spent $25,000 for improvements to the space to adapt it to its needs, 
the expectation being that such improvements would outlast the ee of the 
lease. The improvements were completed and placed in service on January 
1, 1947. On the company’s financial statements as of December 31, ‘1947, and 
for the year then ended, the amount expended should be shown 

(1) on the balance sheet as a noncurrent asset 

(2) on the income st songs as an operarting expense 

(3) on the balance sheet as paid-in surplus 

(4) on the balance sheet as b current asset 

(5) apportioned between the income statement and the balance sheet, the income- 

statement portion appearing as an operating expense and the balance-sheet 
portion as a noncurrent asset 


> On October 31, 1947, the Y Company issued $1,000,000 of 20-year general mortgage 
bonds at 105. The premium on these bonds should appear on the company’s 
h: heet at October 31, 1947, as 


ilance sl 
(1) a part of capital surplus 
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a part of earned surplus 

a part of the liability, “bonds payable” 
a deferred credit 

an intangible asset 


rite Go bo 


2 On January 1, 1946, the B Company assigned to the D Company, for a substantial 


consideration, its lease on a piece of vacant property, which will run until January 1, 1977, 
with an option of renewal for an additional period of 20 years. 

During the year 1946, the D Company constructed on the property a building with 
an estimated life of 50 years. On January 1, 1947, the building was ready for occupancy — 
the company installed removable machinery with an estimated average service life o 
20 vears. 

“In vy iew of the foregoing facts, state over what period each of the following on the D 
Company's books should be written off; give reasons for your answers: [10] 

a Bonus paid to B Company 

b Original cost of the building 

c Cost of building improvements 
Machinery 


A company administers the sinking fund applicable to its own outstanding long-term 
bonds. State, with reasons for your selection, which of the following proposals relative to 
the treatment of sinking fund cash and securities you would recommend: [19] 

a To mingle sinking fund cash with general cash and sinking fund securities with 
other securities and to show both as current assets on the balance sheet. 

>» To keep sinking fund cash in a separate bank account and sinking fund securities 
separate from other securities but on balance sheet to treat cash as a part of the 
general cash and the securities as part of general investments, both being shown 
as current assets. 

To keep sinking fund cash in a separate bank account and sinking fund securities 
separate from other securities but to combine the two amounts on the balance 
sheet under one caption, such as Sinking Fund Cash and Investments, to be 
listed as a noncurrent asset. 

d To keep sinking fund cash in a separate bank account and sinking fund securities 
separate from other securities and to identify each separately on the balance 
sheet among the current assets 

+ State for each of the cases listed below, giving the reasons for your answers, whether 
the expenditures should be charged to an asset account or classified as an expense. If you 
consider that there are alternative procedures which might be followed state the conditions 
under which each would be appropriate. [19] 

a Installation of a machine 

hb Inward transportation charges 

Revision of shop layout 

Taxes on land 

5 During its fiscal year ended October 31, 1947, the S Company, a wholly-owned sub- 
sidiary of the P Company, sold materials to the latter at a profit, which it used in constructing 
a new building for its own use. State how the profit on the sale of these materials should 
be treated in preparing the following: [19] 

The consolidated financial statements of the P Company and its subsidiary as of 
October 31, 1947, and for the year then ended, respectively 

Financial statements in subsequent years 


Group II—Answer five questions from this group. 


Your client, a furniture manufacturer, recently organized a department to make 


toys, utilizing therefor short lengths of expensive hardwoods that were formerly disposed 
of as waste. In order to settle a dispute between your client’s chief accountant and the 
manager of the toy department, who feels that his department should be charged nothing 





his kind of material. you are requested to recommend a method of determining the 
amount, if any, at which the short lengths should be transferred from the furniture department 
to the toy department and to explain the reason for your recommendation. Draft the body 
oi a letter to comply with this request. [19] 

7 The A Company received a gift of several acres of land adjoining its present plant 
site. The assessed value of the property is $100,000. The day after the property had been 
transferred to it, the A Company refused a firm offer of $100,000 for it. The donor had paid 


1 


150 for the land 30 years before. 
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Drait a journal entry to record the foregoing transaction in the accounts of the A 
Company, indicating in your explanation the reason for selecting whatever value, if any, 
you use for recording the gift. Facts as to the valuation to be stated. other than those included 
in the question, may be assumed and stated, if necessary, to develop what you consider an 
appropriate accounting procedure and to provide adequate supporting reasons for that pro- 
cedure. [10] 

8 A partnership has kept its accounts on the basis of stating assets’at cost less appro- 
priate reserves for depreciation or other allowances. At December 31, 1947, a partner 
who has a 40% interest in profits and assets is to withdraw from the firm. The partnership 
holds a building under a lease having 30 years of remaining life. Because of increased rental 
rates since the time when the partnership leased the building from the owner, the lease now 
has substantial value, although the partnership has paid nothing for it except current rentals. 
An offer of $450,000 has been received for the lease. The partnership agreement contains 
no provision as to method of valuing assets in the event of liquidation. State with reasons 
the following: [19] 

a Your opinion as to how the lease should be treated to produce equitable results, 
in computing the amount to be paid to the withdrawing partner 

b Whether you think the books of the partnership have been correctly kept, with 
regard to accounting for this lease 

9 In August, 1947, the Rex Corpration purchased for its use in manufacturing operations, 
at a cost of $200,000, real estate consisting of land and a building erected thereon, subject 
to a mortgage of $125,000, but has not at any time assumed the mortgage. In preparing the 
company’s financial statements as of August 31, 1947, the close of its fiscal year, the con- 
troller included the gross cost of the property, $200,000, in fixed assets and the amount of 
the mortgage, $125,000, in fixed liabilities. The company’s treasurer objected, contending that 
the amount of the mortgage should be shown on the asset side of the balance sheet as a deduc- 
tion from the gross cost of the real estate and omitted from the liability side of the statement. 
Would you uphold the controller in his presentation or the treasurer in his contention? Give 
reasons for your answer. [10] 

10 In 1947 the Enterprise Electric Company built a new plant, chiefly with its own 
labor and under the direct supervision of its own engineers. Pursuant to instructions from 
the board of directors a percentage of direct labor costs incident to this project was included 
in the cost of the new plant and credited to the salary accounts of the president, the general 
manager and the controller. Answer the following: [19 

a Discuss briefly the theoretical soundness of the procedure of including in the cost 
of construction any part of the salaries of such officials as are identified above. 

b Indicate on what basis, if at all, any portion of such salaries should be charged to 
the cost of the new plant. 

11 A corporation that manufactures a product for which new models are introduced 
annually shuts down the plant customarily for two months each year for tooling and rearrange- 
ment of machines and processes. Describe tevo methods by which the costs and expenses 
for the two shut-down months may properly be treated in the general accounts of the 
corporation. [1°] 

12 Discuss the prevailing concept relative to the treatment of income taxes in the income 
and surplus statements in each of the following cases and indicate the treatement you prefer 
together with reasons for your choice: [19] 

a An item resulting in a material increase in income taxes of the current year is 
credited to surplus. 

b An item resulting in a material reduction in income taxes of the current year is 
charged to surplus. 

c A correction of income tax accruals of prior years is made in the current year. 


te 


COMMERCIAL LAW 
Friday, November 14, 1947—9 a. m. to 12.30 p. m., only 


Group I—Answer all questions in this group. 
1 [10] 
a Distinguish between partnership capital and partnership property. 
b When does the partnership liability begin? 
c Is an incoming partner liable for the debts and engagements of the firm created prior 
to his admission to the firm? 
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d State the rule as to a partner’s right to be informed of all partnership transactions. 

e What are (1) general partners, (2) special partners? 

f What acts will render the special partners liable as general partners? 

g Jock and Kilroy, partners, took Lee in as a partner. At the time of Lee’s admittance, 
the partnership liabilities were $10,000. One year after Lee’s admittance the 
liabilities were $15,000 and the assets $6,000. The partners decided then to 
dissolve. What is the liability of each partner under the Uniform Partnership Act? 


[10] 

1 Are the words “value received” essential to the validity of a note or bill? 

b In the absence of express authorization by court or trust instrument creating them, 
state the powers of executors, guardians, trustees, etc., with reference to issuing 
and indorsing negotiable papers. 

c What implied warranties are made by an indorser “without recourse” or a transferor 
by delivery? 

d What is the effect of an alteration of a negotiable instrument? 

e What alterations are material? 

f B signed and gave to A a writing in the following form: “On demand I promise to 
pay A, or order, $1,000 out of my account No. 17 in the Excel Savings Bank, 
Newark.” Is this a negotiable promissory note? 

g A note made by Steele was indorsed by Burt and discounted at a bank; the note was 
not paid and the notary, learning from the cashier of the bank that Burt was dead 
and that Gail was his executor, sent notice of protest to Gail. Gail, however, had 
previously renounced his executorship and Fall had been appointed substitute 
administrator. 

(1) Was the notice of protest proper? 
(2) Was this the due diligence required of the notary ? 


[10] 

a Define consideration in the law of contracts. 

b Name the different kinds of consideration and define each. 

c What kind of consideration is necessary to support a simple contract? 

d When will the delivery of the debtor’s unsecured and unindorsed negotiable note 
or check discharge a contract to pay money? 

e What will take a debt out of the statute of limitations? 

f X contracted to build a house for Y for $15,000. Ly specifications called for oak 
floors throughout the house. After completion, Y discovered that pine flooring 
had been used. Y refused to make the last payment of $2,000 called for by the 
contract, attempted to rescind the contract and brought suit for the $13,000 
already paid. X counterclaimed for $2,000. What are the respective rights of 
the parties? 


[10] 
a As between bank and depositor: 
(1) What is the relation in an ordinary deposit and checking account? 
(2) What is the relation in a special deposit for a specific purpose ? 
(3) Who has title to the deposits in (1) and in (2) above? 
(4) What are the rights of set-off of matured debts ofa depositor to a bank in a 
deposit and checking account? 
(5) What are a bank’s rights of set-off of an immature note from a depositor? 
b What is a bank’s liability for refusing to pay checks of its depositors (1) as to the 
depositor, (2) as to the payee? 
¢ Can a bank charge the depositor’s account for payment of the depositor’s check 
received by the bank through a forged indorsement? Explain. 


[10] 

a What is an act of bankruptcy? 

b What are the six acts of bankruptcy? 

c Is insolvency always a necessary element in connection with bankruptcy proceedings ? 

d In case of bankruptcy of a partnership and the partners, how are the estates 
distributed ? 

e What right of set-off exists between a creditor and a bankrupt? 
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Does the right of set-off apply to joint debts and credits? 
g Does it apply in favor of a bank having money of the bankrupt on deposit? 


Group II—Answer five questions from this group. 
6 [10] 
What are the rights of nage pod and mortgagee in the proceeds of insurance upon 


the mortgaged property (1) when the mortgagor insures, (2) when the mortgagee 


insures 
b What are the rights of vendor and vendee under a fire-insurance policy on real 
estate in case of loss after making the contract of sale but before conveyance 





c What are the rights of a life tenant and a remainderman under insurance procut 
separately by either one as to the other ? 
d Who can collect property insurance in case of loss after the death of the insured? 





e In case of fire loss what must the insured do to protect his rights under his policy ? 
f How are the provisions in fire-insurance policies construed that require (1) 
immediate notice of loss, (2) due or satisfactory proof of loss? 


7 [10] 

a Allen stole a ring from Burt and pledged it with a pawnbroker. Burt demanded 
the ring from the broker, who refused to deliver it unless he received the amount 
advanced on it. Burt refused and brought replevin. Was his action mainiainable: 

b Allen delivered silver to Burt, a jeweler, to be made into a medallion. Burt was 
to receive $50 for his work, 30 days after the delivery of the medallion. Atter 
the completion of the medallion, Burt refused to deliver it except upon the pay- 
ment of the $50, claiming a workmen's lien. Was Burt justified in his refusal ? 


“ 


An automobile was stored with the owner of a garage at an agreed price for care 
and storage. The defendant’s night man, in charge ot the garage, took the 
automobile out for his own purposes without permission and damaged it. Could 
the owner of the automobile recover from the owner of the garage damages for 
the injury ? 

d Allen delivered woolen cloth to Williams to be made into ladies’ suits, agreeing to 
pay him $20 a suit. After the suits were finished and before they had be en paid 
tor, Fredericks levied upon them under a judgment recovered against Williams. 
Was the levy good? 

8 [19] 

a Name four ways an agency may be terminated by operation of law. 

b State four cases in which an agent may become personally liable to third persons. 

What is the rule as to an agent’s liability to third parties for nonperformance ? 
d What are the duties of an agent in regard to an accounting to his principal? 
= hat is the rule as to the profits made in the course of an agency ? 
~ agent sent an order in the name of his principal, by mail, the day before the 
‘ath of the principal, to a merchant with whom he had a general arrangement 
for goods to be supplied on order during the year. The merchant, who was 
ignorant of the principal’s death, filled the order within a reasonable time. The 
principal’s executor refused to pay for the goods. Can the merchant recover? 

g A trayeling salesman authorized to contract to sell certain securities at par reported 
to his principal that he had contracted to sell a large quantity at 1% below par. 
The principal withheld action upon the report for one month and then notified 
the vendee that the contract was repudiated. Is the principal bound by the 
contract ? 

9 [10] 

a What essential records should a corporation keep? 

b (1) Are books and records of a corporation admissible in evidence in a judicial 
proceeding ? 

) What do such records represent ? 


AZ 
3) What steps are necessary to make such records competent evidence? 


(, 
c What are a stockholder’s preemptive rights when the capital stock issued is (1) 
increased, (2) reduced? 


d (1) What is meant by a stockholder’s voting by proxy: 
(2) May a proxy appoint another if he is unabie to act? 
(3) May directors vote by proxy? Why? 
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e Directors of a corporation assed a resolution directing that $5,000 in stock of their 
company be paid to each director, provided that they procured subscriptions to 
$1,000,000 of stock of the company necessary for its success. They procured 
such subscriptions. A stockholder filed a bi li in equity to restrain them from 
issuing stock to themselves for that purpose. Should the stockholder succeed? 
Why? 

10 [10] 

a Define the term adjusted basis. 

b What is meant by a “substituted basis”? Illustrate. 

c X had 100 shares of stock that cost him $10,000 in 1943. On July 15, 1945, he made 
a gift of the 100 shares to Y. The market value was then $15,000. Later Y sold 
the stock for $20,000. What was Y’s basis to compute his taxable gain? What 
was Y’s gain? 

d In 1945 a taxpayer’s net income, without consideration of gain or loss from capital 
asset transactions, was $10,000. During the year he sustained a net loss of $4,000 
from the sale of capital assets held for five months. What was the taxpayer's 
taxable net income in 1945? 

e In 1946 the same taxpayer had similar net income, without consideration of gain or 
loss from capital asset transactions. His capital asset transactions from assets 
held three months resulted in a net gain of $1,500. What is the taxpayer’s taxable 
net income in 1946, and what is the capital loss carry-over to 1947, if any? 

11 [10] 
a Distinguish between a guaranty and a warranty. 
b How does the release of a surety by the creditor affect the liability of cosureties ? 
> What effect does alteration of the principal contract without the consent of the 
surety’s have on the surety’s liability ? 

d How does extension of time by the creditor to the debtor affect the liability of 
the surety ? 

e What is the surety’s right of contribution, and how is the amount of each contribu- 
tion determined ? 

f When does the statute of limitations commence to run against the right of 
contribution ? 

g If there are two sureties on the bond of an insolvent principal and one of them, 
without knowledge of the existence of a cosurety, is compelled to pay the whole 
debt, what remedy has he against the cosurety ? 

12 [10] 
a What effect do deviation and delay have on a carrier’s liability ? 
» How can a common carrier limit its liability ? 

c Is any special form required for a carrier to limit its liability? 

d What constitutes such delivery as will reduce the carrier’s liability to that of 
warehouseman ? 

ec > When is a common carrier excused for a failure to deliver goods to the consignee? 

A farmer employed Jones, a livery stable keeper, to haul a load of wheat from the 
farm to market in a neighboring town. While the goods were in transit they 
were accidentally destroved (without the fault of the liveryman) by a collision 
at a railway crossing. Is the liveryman liable as a common carrier? Explain 


his status. 


THEORY OF AUDITING 


Friday, November 14, 1947 — 1.30 to 5 p. m., only 


Answer all questions. 
1 State five significant provisions for which an auditor should particularly look in 


xamining the Articles of Incorporation of a company and amendments thereto. [5] 


2 a Explain briefly what is meant by the term windovv dressing as applied to financial 
statements. 
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b Describe two different ways in which such window dressing may be effected. [5] . 
3. Mention five different methods to which dishonest employees may resort in manipulat- 
g payrolls. [Do not give variations of the same method.] [5] ] 


4 Enumerate five very important items that should be considered by an auditor in th 
evaluation of the nature and extent of the internal check and control relating to accounts 





je of a merchandising company. [5] 


5 Comparison between the interoffice account of City Wholesale Hardware Compan 
turban branch and the corresponding account carried on the latter’s books sho 
the following discrepancies at the close of business, September 30, 1947: 





(1) A charge of $870 (office furniture) on HO taken up by branch as $780. oe 
( 

(2) A credit by HO for $3090 (merchandise allowance) taken up by branch as $350, (a) 

(3) HO charged branch $325 for interest on open account which branch failed to tal ister 





up in full; instead branch sent to HO an incorrect adjusting memo, reducing the charge by 
$75 and set up a liability for the net amount. the c 
(4) A charge for labor by HO, $33, was taken up twice by branch. opini 


(5) A charge of $785 was made by HO for freight on merchandise, but was entered 
branch as $78.50 


App 












(6) Branch incorrectly sent HO a debit note for $293, representing its proportion of wou! 
bill for truck repairs ; HO did not record it. 
(7) HO received $475 from sale of truck, which it erroneously credited to branch; 
branch did not charge HO therewith. 
(8) Branch accidentally received a copy of HO entry dated October 10, 1947, correct- 
1 No. 7 and entered a credit in favor of HO as of September 30, 1947. 
The balance of the account with the branch on the head office books showed $131,690 
receivable from the branch at September 30, 1947. The interoffice accounts were in balance 
t the | ning of the year. 
\nswer the following: [15] 
a What was the balance on the branch books before adjustment ? 
What is the correct amount of the interoffice balance ? 
c Prepare a work sheet reconciling the amount of $131,690 on the HO books with = 
; F 
its adinsted balance : : .. 
d Prepare journal entry or entries to adjust the branch office books. 
6 Outline for use in a balance sheet audit of a mercantile organization a program for 
the verification of the balance of trade accounts payable when a subsidiary ledger is main- 
1 for such accounts, with a control in the general ledger. [19] 
7 The R Company operates a retail store in which all sales are made for cash at the 
id recorded on cash registers by the clerks who make the sales. State with 
s wl ecords of cash and sales the R Company should keep in order to enable 
id itisfactory verification of these items in a detailed audit of the com 
S In response to a request trom rospective client, criticize bri item by item, th 
n d terminology of the following balance sheet: [15] oll 
Ba S I I ABC Company 
I r Ey ) ) 
( Assets 
( TS 6 o.6.56.6.8 6:66 S10: 056. w 0.6066 THS 66 OHS ESS CEOS S 64 65% 0 SCR SO OS $ 
\ nts s 
R M 
W I in s 
} g 0 
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Current: Liabilities 
Miscellaneous current liabilities 5.6.6.0 .6ck oc cceck cesewcsses b ateive Paeaacoats $ 54,000 
AGCOUNES ADM NOLES: PAVEDIC: oc. circ yoo siee eee bade ciee oon ewes ere cele: 826,000 
Fixed: 
CORR AREOS LET HNN a io !5'6 60% ware Spies ere ne aH EE OB EE eee 1,000,000 
EVELOTUOG AAA “COMMON: SIOEN. 65. cs biercieco sive. bd ROWE Hobe OaS Owen ee 1,700,000 
FOPSCV WEN Rie IRMOCMREINEE 65553 nie. wa dts Ae ie We, EO ; 200,000 
WEIRCUNAS COIN: “SRROEVES: e520 k 00. 0/0 ow ek s Cee Reo aed Oe ep eE eee Le 350,000 
SROUMN RARNIOES 6255.5 5 adie os aad esse Oe a Ce $4,130,000 


9 State what you would accept as satisfactory documentary 


hat : evidence such as sales in- 
voices, vendor’s invoices or other original records, 


in support of entries in the following: 
1) Sales Register, (b) Sales Returns Register, (c) Creditors’ Voucher or Invoice Reg- 
ister, (d) Payroll, (¢) Check Register. [19] 

10 A public accountant has a financial interest in an enterprise that he audits. Discuss 
he conditions under which it is proper and not proper for the public accountant to express his 


DI 


pinion on the financial statements of this enterprise. [5] 





11 The following accounts appear on the ledger of a city: (a) Estimated Revenue, (Db) 
Appropriations, (c) Encumbrances, (d) Unappropriated Surplus. State what evidence you 
would consider satisfactory in support of entries to each of these accounts. [1°] 


te 


PRACTICAL ACCOUNTING—Part I 
Wednesday, November 12, 1947 — 1.30 to 6 p. m., only 


Solve problem 1 and either problem 2 or problem 3. 


1 Arnold, Bates and Cass, a copartne ate after many years of successful operation 
as wholesalers, encountered a period of losses, as a result of ‘which the partners agreed to 
dissolve the partnership and liquidate the business. 


Giving consideration to the information below, prepare the following: [3] 

a A statement to show the amount of cash available for distribution to the partners 
at September 30, 1947, after the full amount estimated to be required to com- 
plete the liquidation has been reserved 

A statement to show how the cash available at September 30, 1947, should be dis- 
tributed to the partners 
A balance sheet of the partnership, after effect has been given to such distribution. 
[Disregard any adjustments of prepaid or accrued items except as indicated. ] 


At June 30, 1947, the firm’s balance sheet showed assets, liabilities and net worth as 
llows 





54.000 
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Liabilities 


$ 30,000 


000 








c 11 ig and land 
Total 1 OE: asin caeen sarees $107,500 
Partners’ loans 
Arnold ... onae EE ET TS ee $ 30,000 
SEM? era little othe dick Ais 4 aR vase Ab areata een AEE RANA ee OPE aes 30,000 
pa 60,000 
Net Worth 
RANE NEN as ruc Sark ede hb ane) Ona dee Mae ese OEE ER eS eR ie 299,600 
DOTA AUIED BNE REE WOKEN 5 so susccs bin savacksdeeeaeunGeus eeeues $467,100 
The net worth of $299,600 consisted of the following amounts: 
Debits Credits 
Rene eet Talanie T/T IST aiid es xowssea dss taCone ns oneees $217,000 
Arnold—Drawing debits, six months end ded 6 EPs oe eae ates $12,380 ; 
Seen A emeeer, HORNS BFEF4E nc ccccceccecsicascdevessvsseserosioe 131,000 
Bates—Drawing, net debits, six months ended 6/30/47..........4.24. 2,300 
. > 
Case—Capital, balance 1/1/47 ..cccccccccvsessescvessctsescesvace Pets 22,300 
Cass—Drawing, net debits, 6 months ended 6/30/47...... Jos te ons oie 5,239 
Profit and loss net loss for six months ended 6/30/47, before alloca 
tion of partners’ salaries, interest on investment, etc........6...++++ 50,781 


The partnership agreement provided that annual salaries be credited to the partners as 
follows: 


MMIII Tet Lines Nal ahera a cas dies eglptahe eteinl ob recete aie aata ls Minn een Chew care $ 5,000 
a a a a ar aa TR Oe UNIS Os Sa eg 12,000 
PE EO LT EEE EE Eee TT eee Per Eee ee 25,000 


In addition, interest at the annual rate of 6% was to be credited to each partner on the 
basis of his capital account balance at the beginning of the year. After the foregoing pro- 
visions for partners’ salaries and interest on partnership capital had been complied with, 
the resultant profit or loss was to be distributed equally among the partners. 

The firm discontinued operations on June 30, 1946. No credit to partners’ accounts for 
interest on their investments or for salaries was to be applied after this date. It was agreed, 
however, that Cass should dispose of the assets as rapidly as possible and be paid the sum 
of $10,000 from the proceeds for his service as liquidator. 

On September 30, 1947, Cass reported collections as follows: 





PERNT DARIN a cc a ale-4 008.0 CSS Rid WO Side CARA OREO EEL ORS $ 78,000 
Se I oe hss ara gk gk Gee och a We oi RAO Ta Bie me ble CAT RCA Te ea 2,500 
rs Sen: C0 Oe ORES ', 5:5. 3.0:00-o 0.050 4a ase aoe be eEse Tee Sew 50 
DTS Gua Lieraks candied Jka Se een eawraes ue Vadak PEE eEy es Lee Me eae 96,000 

$17 76,550 


lhe cost of the merchandise sold was $108,000. Expenses of liquidation, anil 
$5,000 of the compensation to be allowed Cass, amounted to $28,000. Arnold and Bates 
agreed to assume the responsibility for carrying the life insurance policies on their respective 
lives. Beneficiaries were consequently changed and the cash car values charged 


against the partners as follows: 
Arnold [Saheb he ake a obEw ed Ok ae OPA wets sees whennaee $ 6,000 
MONS ces cens aes eo er Pe Ty eT eee eee 5,000 


lhe cash surrender value of $1,000 on the policy on Cass’s life was realized in cash. 

Arnold’s offer to purchase the building and site for $50,000 and to assume the mortgage 
of $25,000 and accrued interest thereon in the amount of $500 was accepted by the other 
partners. 

Cass also reported that by September 30, 1947, he had paid all accounts payable and 
accrued liabilities and had settled the firm’s obligation to the bank for $29,850, an allowance 
having been made for the unused portion of the discount, included in prepaid expenses. It 
is estimated that in addition to the $5,000 yet to be paid to Cass for his services in liquidat- 
ing the business $5,000 will be required for other expenses of liquidation. 

2 From the information below, prepare the following statements, supported by what- 
ever explanatory schedules you consider necessary: [2°] 

a Statement to show at what list price and at what net price per pound Yip should 


be sold 
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b Statement to show at what list price and at what net price per gallon Zip should 
be sold 
c Condensed income statement to show, separately and combined, the results of op- 
erations in Yip and Zip, on the assumption that the entire quantity of each 
product man ested will be sold at the respective prices indicated: in the 
statements prepared in answer to a and b. 
Chemco, Inc. has perfected a process for producing from the three raw materials, A, 
B and C, two chemical compounds, Yip and Zip. 
The raw materials are required in the following proportions by weight: 


i, ee eR Tar EE ee ey te Ee eae 3 parts 
, MEET er er «-secck Danes 
OS iaia era picks: 56 oP aleceielne eit Caleta were ne aaa cra eat eres 2 parts 

10 parts 


The following diagram illustrates the manufacturing process: 
Raw Materiz ils 
A 


5 
’ 


Mixing and Blending 


Cox king 








Yip Pre-Zip 
Drying and Packaging Electrolysis 
| 
Filtering into Drums 


One hundred thousand (100,000) pounds of raw material will be processed. The unit 
costs of the three raw materials are as follows: 


DNs Miastarare A uabace ay ita apn aia SLR eee eee LE 2 so pound 
DP Scena sodawsid sated avaneseueckeseenens ) per ton 
Rr ieaig a raisicnre ieee Apia hale seal aa Al daie tae a Mens " per gallon 
Other costs of production are estimated to be: 
Misting. blends, and COOKING. c.5 60 aceon eas buns cod eee eae onet $16,090 
Additional costs applicable to Yip: y 
Devine ands DAC KAGII OS 3.5.05. 056 sions ccocicie sire need eorrenae a eamnes 4,660 
Additional costs applicable to Zip: 
Electrolysis and, fiteritie tO G8Utis: =.ccdesc0< wcecisile cere cleece sels 6,920 


The cooking process reduces the weight of the combined raw materials by 40% 

Out of 100,000 pounds of original raw materials 20,000 pounds of pre-Zip are obtained. 
Of the pre-Zip electrolyzed, 25% becomes a nonmarketable precipitate, the remainder, a 
liquid, being filtered into 50-gallon drums without further attention. 

The cost of drums, which are returnable and for which customers are to be charged 
specifically, is not to be included in either the cost or the price of Zip. 

Each product is to be sold on the basis of a list price, less 35% and 10%. Of the net 
selling price of each product, 25% is to be allowed for selling, administrative and general 
expenses (including provision for income tax) and 20% for net profit after provision for 
all costs and expenses. 

The company has never marketed either of the products but has demonstrated the exist- 
ence of markets for both if they can be manufactured to sell at suitable prices. Its experience 
in producing both these and other chemicals leads it to believe that the above estimates of 
cost relative to the processing of 100,000 pounds of the three raw materials combined are 
reliable as a basis for setting a price for each of the products to be manufactured therefrom. 

[Note: One gallon of Zip weighs 7.5 pounds. 
One gallon of Raw Material C weighs 8 pounds.] 


3 From the data below, which show the ledger balances of the Water Department of the 
Town of G, at October 1, 1946, and reflect the department's subsequent operations during 
the year ended September 30, 1947, prepare a columnar work sheet from which balance 
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epartment’s Operating Fund, Sinking Fund and Capital Fund < 
1a Statement of Operations for the year then ended can be senile 


‘e on January 1: 


ation of plant and property 
nt of bonds eee 
connection replacements. . 





e 1,170,3 


ansactions for the year: 



























rer errr eee TTC L TT TCE ORTON TCS TL $ 
Ce eg RO error Soe eT eK TREES eT LTT Re eC 
) Collections of accounts receivable.......0..cccccc cece cee cececeucecece 
) Other income billed through accounts - receiv: rable. Re exces we eared ae eee 
5) Accounts receivable of prior years written off.......... ccc cccerccvees 
es a NP NOR rg aerate afe 0 15-00 a) 3G, 2a, 0-6 0.4149 056-9 54-8 ee Oe We we wb wear ae 
(7) Invoices for the following expenses were approved 
SURNRINININ UNNI oe a aia ie a Wlakice tp awe we ah ece eens aseetnee 139,303 
NEED, WO cb ac venue eet Fadewe sabes oa Oe Nelbedls 6a cue ye 41,976 
I OND nc care ak came aAeN apa MeaReen eu weet Mulanae 176,099 
(8) Invoices for supplies ... Sarin waar cana ee eerie aaa tare 1,046 
(9) Income of prior years received not ‘previ OOSEY FOGOTOEES ..c6 0.0 scciuecee ce 5.642 
(10) laventenes ite purchased for the sinking fund... 2.0 cess ccsescssecsdcenes 570,000 
11) Stores used felion oe TRO OE TE EE TON OUT RE NIE 61,299 
De PPT Tree er ere CT Te ee ee eee ee 6,474 
(13) Outstanding bonds became due and were paid, amounting to............ 79,000 
(14) Warrants were issued for the payment of interest..............0.00ceee 295,190 
(15) Warrants were issued for the additions to plant and property costing..... 145,269 
(16) Interest expense for the year amounted t0............cccsccccecececes 293,261 
(17) The reserve for bond retirement was increased by 79,250 
(18) Appropriated from operations to the sinking fund 90,000 
(19) Warrants were issued to pay vouchers............ 401,624 
(20) Warrants were issued for all accrued liabilities except BETO SC ccecaceecs!  “deeeees 
Cave Deen SONNE: VERO UEIIUINIRDDS, <Q ce a aig ie be-nat SN sO Res wee 324,200 
(22) Interest received from sinking fund investments.... 63,751 
(23) Depreciation on C BNE DUODETIIER noo cc éccccesees 24,854 
(24) The reserve for service connection replacement was in 10,491 





te 


PRACTICAL ACCOUNTING—Part II 
Thursday, November 13, 1947 — 1.30 to 6 p. m., only 
Solve both problems. 
4 From the information below, prepare the following: [25] 
a A statement of the company’s loan account with X Bank for the two months of 
September and October 1947 
b A statement showing quantities 
at October 31, 1947 
\ statement of the balance of the 
( Ictohe r ai 1947 
d A statement showing the quantity of the 
October 31, 1947 
The ABC Company started business on September 1, 1947. On that date it entered into an 
agreement with the X Bank to finance the purchase of a commodity under a trust receipt 
arrangement. | — the terms of the agreement, the suppliers of the ABC Company draw 
drafts ag ains t the Bank for all shipments to the company's plant. The company then gives 
the bank a ea rec hes Mt for each shipment 
In converting the commodity purchased into the pro duct which it sells, the company 
sustains a quantity loss of 4%, adjustment for which is made when remittances to the bank 
are made. 
All shipments from the plant 
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tances to the bank for the purchased quantities used in such shipments are made as the 
assigned accounts receivable are collected. [Other sales of the company which result from 
direct shipments from their suppliers to their customers are not financed by the bank.] 
Remittances to the bank are based on an “average price per pound.” For the first half 
of September a price of $.1475 per pound was agreed upon. For each succeeding half-month 
— the average price is to be calculated by dividing the dollar balance in the loan account 
at the beginning of such period by the number of pounds for which the company has not 
paid at the same date. 

The books of the company reflect the following for the period from September 1, 1947, 
through October 31, 1947: 
Sales and Collections on 


Purchases z ‘ 
Assigned Accounts Receivable 


Financed by 


X Bank Sales Collections 
Pounds Amount Pounds Amount Pounds Amount 
Sept.—Ist half ........ 360,000 $52,800 250,000 $42,040 183,000 $30,875 
Sept.—2d half ........ 126,000 18,510 150,000 25,000 165,000 27,500 
Oct.—I1st half ........ 135,000 20,025 150,000 25.125 110,000 18,425 
Oct.—2d. fall cccccees 85,000 12,450 75,000 12,525 150,000 25,100 


At October 31, 1947, there are 23,708 pounds of unconverted material on hand in the 
plant. 
5 From the data below, prepare the following: [25] 
a An account sales for September 1947, as rendered by each of the three consignees 
b Columnar work sheet a corrections to the accounts of the Winston Com- 
pany, as of September 30, 1947 [No adjustment of the provision for income 
taxes is required.] 
An adjusted balance sheet of the Winston Company as of September 30, 1947 
i A condensed income statement of the Winston Company for the year ended 
September 30, 1947 


The Winston Company, which manufacturers and sells gas burners to be installed in 
oal-burning furnaces, arranged in September 1947, to sell some of its product through 
hree dealers, to whom it consigned burners packed with their related parts and fixtures, 
each such package being identified as a burner. 

The contract with the consignee provides that: 

(1) He shall fix the sales price for all burners to be sold in his territory, such price 
to be approved by the Winston Company. 

(2) He shall pay all expenses incident to handling, selling and collecting for the burners 
after delivery to him, except for repairs and expenses pertinent thereto, required because of 
defective production. 

(3) He shall retain as commission 25% of the amount for which he sells the burners, 

xclusive of installation charges. 

(4) He shall be responsible for the proper installation of burners sold and may make 
therefor suitable charges in which the Winston Company shalJl not participate. 

(5) He shall render, within 10 days after the end of each month, an account sales 
accompanied by a check for the amount due the Winston Company as the result of trans- 
actions during the month to which the report relates. 

A condensed trial balance of the Winston Company’s accounts at September 30, 1947, 
follows: 


c 
t 











Debit Credit 
Cash RNS Te Perea fr ELE eee or $ 58,910 
FCOIUINS TOCCIVADIE 6.6.60 65 5c cher eens Cae eR Vee heeeny eee mes 241,964 
Inventories 
Finished burners and related parts and fixtures............ 21,200 
Work in process, materials and supplies.............+6:: 42,271 
a, rer rrr errr ror rr re er re eres Te 3,007 
WGN -o) cc: 5 cnasesscsia este wre perk u be mini aveiae ure torte Deana aera 6. e ecerarae 128,762 
Accounts payable ....... Bar bvd ah dpiatea ah b kale eed Rae $ 31,742 
Accrued HaDiNties. 666.620 bar satcatel Se aee En ene aUa at aha alta a alee Sethe ater arata 138,798 
Pe Ot 100,000 
ee RES bo ORCC OTE CEE e ae 18,978 
cMGpGeenoaade ect wn he weber eee de uae ‘ 643,947 
nd al V NCES ec scsccvercesssce : Per ee a 2,648 
aie ifactt uring eats ea , iy ewe re ne 129,384 
RN Ig a5 ooo 50 e-0insd dieceka wa: (whe Winker ecole Rare Cle Deskin e Eeie iets 139,637 
Administrative expense ee Salas kara a wae Sta eie erene entered 89,423 
Reserve for bad debts Pree eT Pre rae OP Eee rere ee Cert 9,398 
Reserve for depreciat Oe Te eT ee te ey 27,632 
PECHALIIOROREIIN TRMOUNG so 4.540 «0e sv 6 oe Vance sy ces Seed nearnas 318 
Nor 1operatir Me OMOMRE. Sc iaerackia cies sens ee oe ie CR OER 3,607 
Pitarisigik 306 SCOINe NONES 66 dcc ck Cees cen sins Ca reaasnus ; 110,000 
$970,813 $970,813 
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\ll shipments charged to Accounts Receivable were credited to Sales. 
Accounts receivable included accounts with the three consignees, which, upon examina- 
revealed the following: 


HOLMES PLUMBING COMPANY 


18 burners shipped on consignment... Raa ee 
Tr portation charges paid on 2 burners returned as defective.. 22.00 
bs ) 


of repairing 2 burners returned as defective 18.00 


$3,600.00 


$3,640.00 


1,767.75 


LUNDEEN HEATING EQUIPMENT COMPANY 


6 burners shipped on consignment 
Transportation charges on 1 burner 1 


ner returned 
sceived for 


QUINCY FURNACE COMPANY 


12 burners shipped on consignment 
Freight prepaid on consigned burners 
Commission on 9 burners 


Cash received for 9 burners 344,00 


.542.00 


Consignees reported burners on hand at September 30 
Holmes Plumbing Company 
Lundeen Heating Equipment Company 
Quincy Furnace Company 


Shipping records show that on September 27, 1947, the Winston Company shipped 
burners, freight prepaid, to replace those returned by consignees, as follows: 
To: Holmes Plumbing Company 
Lundeen Heating Equipment Company 
Burners on hand at the Winston Company’s plant at September 30, 1947, numbered 212 
and were inventoried at manufacturing cost. Inventories at the beginning of the period 
have been closed into Manufacturing while those at the end of the period have been closed 
out of Manufacturing. All normal adjusting entries have been made tor the fiscal year ended 
September 30, 1947. Unpaid commissions on sales were credited to Accrued Liabilities. 
Account sales for September 1947, with related checks, were received by the Winston 
Company as follows: 
From: Holmes Plumbing Company October 7, 1947 
Lundeen Heating Equipment Company October 12, 1947 
Quincy Furnace Company October 9%, 1947 


Those from Holmes Plumbing Company and Lundeen Heating Equipment Company 
reflect payments of $36 and $18 respectively for transportation charges which they paid 
upon receiving their consignments; that from Quincy Furnace Company includes a charge 
or the cost of repairs to a defective burner, in the amount of $6. 

\ll entries in the Winston Company’s accounts with the consignees which are dated 
September 30, 1947, were based on checks received and data recorded in their account sales 
received on the dates stated above. 











